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Editorial Comment 


Very seldom has any proposal from a private 
The source received such widespread and immediate 
Ruml support as has the “Ruml” plan. It was only 
Plan last July that it was presented to the United 

States Senate. The newspapers at that time 
treated it adequately—as news—but of course with the 
precautions customary to newsmen who are hardened to 
the flood of ideas which get nowhere. By about September, 
however, its importance seems to have been realized. The 
newspapers revived it, kept it alive. The magazines fea- 
tured it. And through the autumn other speakers and 
writers endorsed it. At practically every one of the an- 
nual meetings of our Canadian banks it has been favourably 
mentioned. And it is now on the agenda sheet of a large 
number of organizations. Thus within a few months a 
proposal has developed into a powerful movement. 

By way of contrast, the anti-corn law agitation of a 
century ago in Britain took years of effort and expendi- 
ture of several hundred thousand pounds of privately sub- 
scribed money. The anti-slavery movement occupied half 
acentury. “Votes for women” was paraded for a genera- 
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tion. These are illustrations of the most successful agita- 
tions of modern times. 


Of course the Rum! plan got a fair start. Any connec- 
tion with a Senate is at least something, though in both the 
United States and Canada as well as in Great Britain the 
volume of upper house discussions and endorsements which 
died a quick and natural death is very great. Mr. Ruml 
himself was widely known, as a trained economist, treasurer 
of a large New York firm, chairman of the Federal Reserve 
Board of New York, and through other posts. Yet one 
man can not make a movement. Others supported him 
practically from the start. But it had to strike just the 
right note in public thought, at just the right time, to ex- 
tend so widely and so quickly. That is what makes it such 
an outstanding success as a movement, quite apart from its 
intrinsic merits. It has already received a qualified endorse- 
ment from President Roosevelt, and is being given the most 
careful consideration both at Washington and at Ottawa. 
In these days when so much thought is guided by official 
policy and propaganda, it is encouraging to see that inde- 
pendent public opinion still is such a potent factor. 


There is danger of confusion in the tend- 
Ruml Plan vs. ency to designate the “Ruml” plan as a 
Pay-As-We-Go “pay-as-we-go” plan. The latter expres- 

sion, or the alternative “pay-as-you-go” 
which we use when we prefer to think of the other fellow 
as doing the paying, is of course as old as the hills, but 
it was given a specific application at the start of this war 
when the government proposed to meet as much of the 
war expenses as possible by taxation. Applied to the in- 
come tax payer, on the other hand, it merely is a distinction 
of time—the difference between being up to date and being 
several months behind. Apparently paying has become so 
common an experience that we are determined to keep the 
expression at work in one sense or another. 

In its budgets, so far as income tax is concerned, the 
government deals with cash receipts and not with accruing 
revenue, and the taxes it collects in any year are used to 
defray the expenditures of that year. 

The government has requested taxpayers to pay in ad- 
vance and this necessitates the taxpayer estimating his 
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tax liability, and for convenience he bases his estimate 
on his income for the previous year. If his estimate should 
be under or over his actual liability based on his income 
for the current year, when such is ascertained, it would 
be a simple matter to make the necessary adjustment in 
his tax payments. 

A great advance in this matter would be made in public 
and government minds if it were appreciated that the “pay- 
as-you-go” plan does not contemplate the cancellation of 
any tax revenue on the part of the government, which 
keeps its accounts wholly on a cash basis, but the plan 
merely changes the basis of calculation of the tax. If there 
is any cancellation at all it is merely the cancellation of a 
debt which is not a voluntary act of the taxpayer but has 
been forced on him by the Income War Tax Act, and which, 
under present conditions, he cannot liquidate. 


Although the war trend in recent months has 
Post-War induced what may prove to be undue optimism 
Thinking concerning an early end of the war, it at the 


same time gives some point to our thinking 
and planning for the post-war period. Until quite recently, 
any such suggestions were usually introduced with an 
apology. The Atlantic charter was a preliminary feeler, 
vague enough to avoid trouble yet full of possible dynamite 
if one tried to translate its generalities into specific terms. 
Other hints, including those from the official Canadian com- 
mittee, were rather non-committal. But the discussions 
and pronouncements are gradually taking more definite 
shape, and several ideas keep recurring so often that they 
are gradually impressing the public mind. An American 
writer, after examining speeches of numerous public men 
from President Roosevelt down, extracts a number of these 
“common factors” which in brief are as follows: 

A long armistice or reconstruction period; an interna- 
tional police force; a permanent world organization founded 
on the united nations; the regional principle in the new 
world order; internationalism replacing imperialism; and 
freer trade. 

The first two are generally taken as read. The third 
is perhaps the only thing of the kind that can be proffered 
at this juncture, in place of the discredited League of 
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Nations. The fourth and fifth, taken together, imply a 
radical change which may present some difficulties but 
they at least put us face to face with facts of today. 
The sixth and last is all a matter of degree—we certainly 
could have a little freer trade with benefit to all, but too 
sudden a change in that direction might do more harm 
than good. 


The tie-up of the accountant with econ- 
The Accountant omic and public affairs has been well 
on the Job illustrated in the matter of refundable 
a income tax. Early in 1941 the government 
realized that the economic situation was becoming tight— 
available workers were nearly all employed, and available 
materials requisitioned. 1941 was a year in which economic 
controls were rapidly extended, and a price ceiling applied. 
But there was still a weakness inasmuch as the purchasing 
power in the hands of the people was not being drained 
off proportionately, while the war costs were mounting 
rapidly and the government needed money. The problem 
centre shifted to public finance, so that 1942 saw taxation 
sharply increased, and compulsory savings introduced, in 
addition to which two public loans were floated. The com- 
pulsory savings scheme was in the form of a refundable 
portion of income tax. As soon as these deductions took 
effect, they became an accounting problem, and before the 
end of the year they were an item to be dealt with in 
annual statements. Thus the economy of compulsory sav- 
ings, the levy of a refundable portion of income tax, and 
the accountants’ treatment of same, are today different 
phases of the one thing. It will be desirable if, wherever 
possible in future, the accountant be not left to untangle 
complications which often creep in when new ground is 
broken solely from the viewpoint of economy and public 
finance. The closer the accountant and auditor can keep 
to the van, the smoother his road will be. And it should 
be possible to bring his viewpoint to the fore in a nice way, 
without attempting to over-ride those considerations of 
economy and public finance which must dominate in the 
present emergency. 





EDITORIALS 


A reader in Alberta forwards some critical 
Canada’s Oil comment regarding the article entitled 
Resources “Canada’s Oil Resources” which appeared 

in our December issue. He points out 
that the United States must increase its crude oil produc- 
tion by some four hundred thousand barrels per day within 
the next year to meet wartime demands. There were heavy 
withdrawals from storage during 1942, so that today oil 
stocks are dangerously low. Dealing particularly with the 
Canadian situation he quotes from the “Oil Bulletin” as 
follows. 

“We have discussed repeatedly in recent months the 
increasingly critical oil situation in Canada. This nation, 
in the past, has depended largely on the United States for 
its oil supply, with the exception of the prairie provinces, 
which have been served in large measure by production from 
Alberta oilfields. For the past six months, Alberta pro- 
duction has been slowly but steadily declining, due to slack-- 
ening of new drilling, while at the same time demand has 
been sharply rising due to war emergency needs on the 
prairies and in the far northwest. Within a few months, 
even Alberta itself (let alone the rest of the prairie prov- 
inces) will be up against a most critical shortage of oil 
even for emergency needs. 

“The nearest foreign source of supply (Montana) is 
faced with an oil shortage of its own, and cannot be counted 
on for any appreciable supply of crude for the western 
Canada needs in 1943. The ‘Oil Weekly’ report now indi- 
cates that no other American source of supply will be 
available to the Canadian west during the coming year, 
and that eastern Canada and the Pacific Coast will also 
have to allow for decreased imports from the U.S. in 1943. 

“The people of Canada, because they have not been in- 
formed by their government of the real seriousness of the 
oil shortage, have been witnessing in recent months without 
realizing its import, the slow but gradual crushing of its 
oil industry between the jaws of rising development costs, 
too low oil prices, and too heavy taxation.” 
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APPOINTMENT OF SECRETARY-TREASURER 


W. A. McKAGUE, M.A. 


The Dominion Association of Chartered Account- 
ants announces the appointment of Mr. W. A. 
McKague as Secretary-Treasurer of the Association 
and Editor of “The Canadian Chartered Account- 
ant,” succeeding the late Mr. Austin H. Carr. 

Mr. McKague brings to the Association a wide 
experience in financial, educational and secretarial 
work. He is a graduate and M.A. of the University 
of Toronto. In earlier years he was a financial 
editor. For the past fourteen years he has been a 
consulting economist, specializing in security and 
commodity trading. He is the author of several 
business books and of many magazine articles. 
Though most of his time will be devoted to the 
interests of the Chartered Accountants’ body for 
the duration of the war, he will retain some of his 
present connections with a view to resuming his 
usual work in the future. 
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SOME REFLECTIONS ON THE “RUML” PLAN 
By H. H. Nash, Chartered Accountant, 
Edmonton, Alberta 


Editor’s Note: This material was prepared for discussion at a 
meeting of the Taxation Committee of the Edmonton Chamber of 
Commerce. 


[IX the past, the average income tax payer, whether an 
individual or an incorporated company, has not suffici- 
ently realized the fact that the payments he has made in 
settlement of his income tax assessments have actually 
been applied to debts that were, on an average, nine or 
ten months old. Thus, in March or April of each year, 
he has been accustomed to pay an income tax that was 
assessed on the whole of his previous year’s earnings, the 
average date of which would be 30th June. If the whole 
tax was not paid in March or April, the age of the debt 
would be correspondingly lengthened. The smaller tax 
rates involved in the earlier days, and the fact that, if 
necessary, the whole of one year’s income tax could usually 
be paid without undue distress, tended to make the matter 
one of secondary importance. 

Today, with government appropriating fifty per cent 
of even moderate incomes, and with the possibility that the 
tax burden may reach as high as seventy-five per cent of 
the total income in any one year, the matter is one of much 
greater consequence. The fact that the taxpayer is never 
clear of debt to the government, but is always approximately 
eight months behind, is of serious significance, especially in 
view of a possible retrogression in business activities and 
earnings at a later date. 

If, and when, such retrogression occurs, the high rates 
of income and excess profits taxes, in conjunction with the 
retroactive features which have been made an integral part 
of the Canadian tax structure in recent years, will adversely 
affect all classes of taxpayers. Business in general will 
naturally, as a result of the payment of these taxes, contract 
still further, but the taxpayer will continue to pay, or en- 
deavour to pay, out of the current year’s earnings taxes 
that were incurred nearly a year before. And so the vicious 
circle will be complete, with ever diminishing returns to 
both the taxpayer and the government. 
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It must be emphasized that income tax, under the pre- 
sent system, is not being paid out of the income on which 
it falls. That income has already been used, partly of 
course to pay previous years’ taxes, and so the claim has 
to be met out of the income of the succeeding year. It is 
obvious that last year’s income tax, at the present high 
rates, cannot be paid out of a seriously impaired current 
income. 


If business depression comes, the elimination of all ex- 
cept current income taxes would leave in the hands of the 
taxpayers money and credit which would otherwise go to 
pay oppressive back taxes. This would have the effect of 
strengthening credit, and the retention of these funds would 
also have the effect of encouraging further investment and 
stimulating trade. If, on the contrary, large sums are 
exacted, out of diminishing returns, to pay taxes incurred 
in previous years, the effect on business would be adverse. 
In the case of an individual faced with a material reduction 
of income, the consequence would be little short of calam- 
itous. 

Suggestions Deserve Study 


In view of these circumstances, any palliative sugges- 
tions should be carefully examined. The Ruml, or “pay- 
as-you-go,” plan is designed to change the present method 
of paying last year’s taxes in the current year to one by 
which all payments made would apply on the taxes of the 
year in which the payments are made. Details would of 
course have to be worked out, but the principle involved in 
the suggested change has received approval from all over 
the continent. 


The adoption of such a plan would make no immediate 
difference to the amount of taxes collected, as taxpayers 
would continue to pay on current incomes. If business 
declines, tax receipts will of course tend to diminish, but 
taxes would in that event be comparable to the current 
earnings of taxpayers, and on that account there would be 
fewer delinquencies. The effect would be that the govern- 
ment would collect what the taxpayer, in his present cir- 
cumstances, could afford to pay, and the partnership motive 
between the government and the taxpayer would be 
strengthened. If no regression in business takes place, 
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there would be no change in the amounts paid to the gov- 
ernment. 

The taxing authorities will naturally be concerned to 
estimate the loss of revenue that may result when incomes 
and earnings begin to diminish, and to determine whether 
this contraction of tax revenue will be sufficiently compen- 
sated for by greater ease of collection and fewer defaults. 
What should also be considered is the psychological effect 
on the taxpayer, and the stimulus the adoption of this 
plan would have on business conditions generally, as well 
as the improvement resulting in the relations between the 
government and the taxpayer. 

Civil servants may object that it would be impossible 
to forecast a budget before the national income can be ap- 
proximately estimated, as the amount to be collected in in- 
come taxes would be contingent on the result of the whole 
of the current year’s earnings. Yet this has been done 
consistently in years gone by, before the retroactive prin- 
ciple was introduced, and is done today in the matter of 
excise taxes and duties. The responsibility on the Minister 
of Finance would probably be greater, but it may well be 
that the result would tend towards a more careful forecast- 
ing and handling of the nation’s finances. 

The advantages of some such plan would be many: 

There would be greater stability of earning and 
spending power, especially if earnings tend to decrease. 

Taxes would be more easily collected, and there would 
be fewer defaults. 

In case of retirement or death, the taxpayer or his 
estate would not be burdened with a past debt. 

In the case of reduced earnings, the taxpayer would 
not be burdened with a tax debt out of all proportion to 
his current earnings. 

There would be a greater feeling of security among 
all taxpayers. 

If combined with the abolition of the retroactive fea- 
ture in the present tax structure, the psychological effect 
on the taxpayer would be significant, 

The current loss of revenue to the government would 
be unimportant, and would only become apparent if a 
serious decline in earnings took place. 
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A plan that is good for one taxpayer should be good for 
another. There is no good reason why such a plan, which 
we understand is at present designed to apply only to in- 
dividual taxpayers, should not be enlarged to embrace all 
classes of taxpayers. If this is not done, discrimination is 
bound to occur; as, for example, between the individual 
trader and the small private company. Any such plan 
should be designed to interfere as little as possible with 
current methods of doing business, and the best way of 
applying this principle is to make the plan all-embracing. 

Consideration should also be given to the extension of 
such a plan to the excess profits tax. When one considers 
the heavy taxes assessed under The Excess Profits Tax Act, 
one is bound to admit that here is a class of taxpayers that 
is at least entitled to the same consideration as may be 
extended to income tax payers. Procedure with respect to 
the application of the plan to excess profits would probably 
be somewhat different to that covering income taxes. 

We do not think that, once the merit of such a plan is 
admitted, the working out of the details would present any 
great difficulty. 

The retroactive features of the Canadian tax structure 
have for some time been under discussion, and in the im- 
mediate past some improvement has been made with regard 
to corporation taxes. The tax rates for the previous year 
are usually decided in May or June, and it is impossible 
for a taxpayer to ascertain, until that time, what his tax 
liability is going to be. This difficulty could be very simply 
overcome by the device of making the new rates applicable 
as from the date of the presentation of the budget, as is 
now done when new duties or excise taxes are introduced. 
It would be very little more difficult for a taxpayer to 
divide his earnings into two portions, one to be taxed at 
the old rate and the other at the new rate. This method 
was used in introducing the new rates for corporations in 
1942, and we do not think that the application of this prin- 
ciple would present any difficulty. 

It does not appear to be consistent with a spirit of fair 
play to expect a taxpayer to make provision for a tax when 
he does not know what the tax is going to be. It almost 
seems that the adoption of a “pay-as-you-go” plan would 
have little meaning unless the retroactive feature is aban- 
doned. 
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AUDITING THE NON-CASH RECORDS* 
By H. C. Dixon, Chartered Accountant, Toronto 


Introduction 


- IS the purpose of this paper to discuss the audit of the 

records other than cash. You have already received 
a good description of the types and functions of the prin- 
cipal books of account and the procedure followed in re- 
cording the monthly totals of the books of original entry 
in the general ledger, but in order to ensure that we under- 
stand exactly what we are talking about we will deal briefly 
with the description of each record. 

It is assumed that you have already read the office 
instructions relating to current audit. It is necessary to 
bear in mind, of course, that both the office instructions and 
this lecture are dealing to some extent in generalities, and 
particular circumstances may dictate a different procedure, 
more or less exhaustive than that suggested here. You 
work under supervision and any queries which you may have 
as to the procedure to be followed should always be brought 
to the attention of the senior in-charge of the audit. 


Outside Purchases 


Purchase Journal (alias voucher register, accounts payable 
journal) 

This book is used to record the liability of the company 
for goods and services purchased, together with the dis- 
tribution of the cost to the various expense or asset ac- 
counts. The usual form provides columns for the date of 
the invoice, total amount of the liability, various expense 
and asset accounts which are to be charged with the amount 
of the expenditure, and an additional column in which is 
recorded amounts to be charged to accounts other than 
those for which special columns are provided. This record 
is not concerned with the payment of the liability but 
merely records the fact that the company is committed 
therefor. The total of all the liabilities so recorded for 
each period is posted to the credit of the accounts payable 
control account in the general ledger and the totals of the 
various expense accounts and other accounts charged are 


*This is the third of a series of six articles relating to the subject 
of Staff Training. 
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posted to the debit of their respective general ledger ac- 
counts. 

Our purpose in auditing this record is to ascertain the 
following: 

1. That the entries therein are supported by valid 
documentary evidence that is adequate to identify 
the creditor and to verify the correctness of the 
distribution of the charge. The usual evidence re- 
quired is an invoice from the creditor. 

2. That the goods or services referred to in the invoice 
were actually received. 

3. That the invoice price is in agreement with the price 
quoted when the order was placed and that the 
company secures cash discounts to which it may be 
entitled. 

That the invoice is arithmetically correct. 

That the charge has been properly authorized by a 
responsible person. 

That the distribution of the charge to the accounts 
is correct. 

7. That the totals of the purchase journal are arith- 

metically correct. 

8. That the totals of the purchase journal are posted 
correctly to the general ledger. 

Generally speaking, the entries in the purchase record 
should be supported by documentary evidence originating 
from outside the office of the client. Most of the entries 
represent purchases of supplies and materials of various 
kinds and these should always be supported by invoices 
from the suppliers. It is important to distinguish between 
an invoice, which is a notification of liability for a specific 
purchase, and a monthly statement of account which is 
simply a list of various invoices for the month together 
with any payments which have been made, and the balance 
outstanding at the end of the month. The latter document 
is useful as a recapitulation of a number of invoices which 
may be entered in the purchase journal in one total, but it 
is not in itself of any value as a voucher. 

The following particulars on invoices are important to 
us: 


1. The addressee. 
The invoice should be addressed to the client. 
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2. The date. 

Invoices should be entered in the purchase journal 
promptly when they are received. Consequently, 
if the invoice is dated some time previous to 
the date in the purchase journal it is an indi- 
cation that the routine followed in the client’s 
office is faulty and it is possible that the invoice 
may also have been entered previously. Some- 
times such a situation may represent an attempt 
by the bookkeeper to set up a fictitious liability 
on the books of the company which he may later 
try to discharge by a payment to himself. 


3. The nature of the expenditure. 

This can be checked only within broad limits but 
we should be satisfied that the article being 
purchased is one which is a proper requirement 
of the business. 


4. Receipt of goods. 

The office routine should provide for someone to 
check to see that the goods described in the 
invoice have been received. Frequently a sep- 
arate receiving slip is used on which an inde- 
pendent record of the quantities is made and 
this receiving slip is later checked to and at- 
tached to the invoice. In any case a rubber 
stamp is generally used which provides a space 
for initials after the words “goods received” or 
some similar wording. We should see that the 
procedure laid down by the client is being fol- 
lowed. 


5. Authority for purchase. 

In some cases a purchase order slip is used and 
this document represents the first record made 
of the purchase. It contains a description of the 
goods, the pricing and the quantity to be ordered 
and should be initialled by a responsible person. 
A copy of this purchase order is often attached 
to the invoice. In any case it is usual to use 
a rubber stamp on the invoice which provides 
for the initials of some person authorizing the 
purchase. 
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6. Terms. 


The company should deduct any cash discount to 
which it may be entitled. 


7. Approvals. 


It is most important that all invoices should be 
properly approved by a responsible member of 
the client’s staff. We should not accept any 
voucher which has not been approved even 
though in every other particular it appears to 
be in order. It must be kept in mind that the 
primary responsibility for the expenditure of 
the funds rests with the client and this authority 
must be in writing. Generally speaking, the 
approvals required on an invoice for the purchase 
of materials are, first, those of the person re- 
sponsible for using the materials, such as the 
factory superintendent or other department 
head, second, the clerk or clerks responsible for 
checking the arithmetical accuracy of the in- 
voice, the agreement with purchase orders and 
receiving slips, etc., and finally the general ap- 
proval of the person in charge of the accounts, 
usually the secretary-treasurer. The initial on 
the invoice of the last named official should 
mean that all of the other approvals have been 
recorded and, on the strength of these approvals 
and his own general scrutiny, he passed the in- 
voice. 

Unusual expenditures of a substantial amount 
should be referred to your senior, as further 
approvals, such as that of the general manager, 
president or board of directors may be required. 


8. Distribution. 





The account to be charged should be marked on 
the invoice or on a covering jacket if a number 
of invoices are grouped. We should see that the 
account charged is reasonable in view of the 
description of the goods. If the distribution 
appears on a voucher jacket instead of on the 
invoice, the general approval of the secretary- 
treasurer should also be recorded on the jacket. 
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When we are satisfied that the invoice is in order it should 
be stamped with the audit stamp. 

After we have seen that a particular entry in the pur- 
chase journal is supported by a proper voucher, the entry 
should be marked. The mark to be used has in itself no 
significance and is only a means by which we account for 
the entries which we have vouched, so that when we have 
examined all the vouchers submitted by the client we can 
then see if there are any items not accounted for. The 
mark may be put against the total amount of the invoice 
or on the items shown in the distribution columns. When 
the entries are marked in the journal we should see that 
the aggregate in the distribution columns agrees with the 
total amount shown. 

A list should be prepared of all items not vouched. 
Entries which appear to represent purchases of supplies, 
etc., may be referred to the accountant to see if he can 
locate the invoices. Any unusual items should be referred 
to your senior. 

The next step is to see that the purchase journal has 
been added correctly. In addition to the necessity for 
arithmetical accuracy this step is essential as a precaution 
against fraud; for instance, the totals of columns in the 
purchase journal might be inflated in order to create a 
fictitious liability which could be discharged by a payment 
to the bookkeeper. All columns should be added unless the 
senior in charge instructs that some may be omitted. In 
order to understand clearly the principles involved, how- 
ever, I shall refer briefly to the procedure usually followed. 
First, we should check the additions of the total column. 
We should then add the “general ledger” or “sundry column” 
in which are recorded those charges which are not covered 
by separate columns and which must be posted separately 
to the general ledger. If the purchase journal contains 
columns for asset or liability accounts such as stores or 
fixed assets, these columns also should be added because 
we want to know that any charges to such accounts which 
we have passed are posted to the general ledger account 
in the correct aggregate amount. Having done this, the 
balance of the entries, which are all expense accounts, need 
not necessarily be totalled but we should see that the ag- 
gregate of all the distribution column totals agrees with the 
“total amount” column. 
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When we have satisfied ourselves that the entries in 
the purchase journal are properly supported, are correctly 
recorded and are correctly totalled, we should check the 
postings of the entries to the respective general ledger 
accounts. 

It should be mentioned here that in some accounting 
systems no purchase journal is used and expenditures are 
recorded only when paid; in such cases the distribution is 
shown in the cash disbursements book. This record has 
been dealt with in a previous lecture but the points which 
we have covered under the “purchase journal” will be ap- 
plicable to expenditures distributed in the cash disburse- 
ments book. 


Accounts Payable Ledger 


It was explained above that the total liability for the 
month’s purchases is credited to a general ledger controlling 
account for accounts payable; this account is charged with 
the total of the payments made against these accounts. 
Where the number of accounts outstanding is substantial 
it is usual to operate a subsidiary ledger consisting of 
separate accounts for each creditor, and the aggregate of 
the balances outstanding in this ledger will agree with the 
balance of the general ledger controlling account. 


The audit of this record is a necessary sequel to the 
audit of the purchase journal; the principal points to watch 
are as follows: 

(1) That the name of the creditor in the ledger is the 
same as the name shown in the purchase journal 
and the disbursements book. 

(2) That the amounts are posted correctly from the 
books of original entry. 

(3) That the record is arithmetically correct. 

(4) That the trial balance of the ledger is correctly 
added and that the total agrees with the control. 

The first operation is usually the checking of the post- 
ings from the books of original entry. It is our object in 
checking the credit entries to see that all credits are prop- 
erly supported by entries in the purchase journal; in check- 
ing the debit entries from the cash disbursements record 
it is our object to see that all of the payments recorded 
in the disbursements book as charges to accounts payable 
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are related to liabilities previously set up. The postings 
may be called from either the ledger or from the book of 
original entry, but both records must be cleared before 
they leave our possession, 

The additions of the accounts should be verified for 
the period under review. 

The audit of the accounts payable ledger is usually con- - 
fined to a check of a portion only of the year’s transactions. 
In selecting the period or section to be checked, take a 
period or section which is complete in itself and can easily 
be cleared. For example, if a complete month is selected 
it can easily be seen that all entries in the ledger and 
books of original entry have been checked for that month. 
If a section of the ledger (say the letters A to D) is 
selected, it is also possible to clear the entries falling in 
this category, but clearing the purchase journal and dis- 
bursements book is a little more difficult. 

The next step is to check the trial balance of the ledger 
and see that it agrees with the controlling accounts. If a 
test audit of one month is being conducted, the trial balances 
should be checked at both the beginning and the end of 
the period and when the trial balances are being checked. 
it is usually convenient to see that all entries between the: 
two balances have been checked and added. The outstand- 
ing balances should represent specific items coming from 
the purchase journal, provided the client is not making 
round payments on account to his creditors because of fin- 
ancial difficulties. Under ordinary circumstances outstand- 
ing balances should only represent the previous month’s 
purchases. If, however, we see a balance which has been 
outstanding for a longer period, we should make doubly 
sure that it has not been entered improperly with the object 
of covering a fraud. 

Other checks on the accounts payable ledger are the 
comparison of creditors’ statements with the outstanding 
balances, and applying directly to the creditors in writing. 
for confirmation of the amounts shown as owing. These 
two operations are usually confined to a balance sheet veri- 
fication and will be referred to in a subsequent lecture. 


It should be noted that many concerns keep no accounts 
payable ledger, the accounts being controlled either through 
open items in the voucher register or a file of the unpaid 
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invoices. In these cases it is necessary to cross-check the 
entries between the voucher register and the cheque register 
to ascertain that payments have been made to the proper 
creditors. 


Bills Payable Journal 

The bills payable journal is a record of bills of exchange 
accepted by the company and in most cases the liability 
will arise out of an open account previously recorded in 
the accounts payable ledger. The entries in this record 
therefore will be verified from the accounts payable records. 
The entries in the journal should be checked by calling the 
amounts from the accounts payable ledger and we should 
see that every entry in the journal arises from a proper 
credit balance in the accounts payable ledger, or if it does 
not, that it is properly supported by vouchers similar to 
those required for entries in the purchase journal. The 
bills payable journal should be added and if, as is usually 
the case, all the entries have arisen out of accounts payable 
previously recorded, the total amount will be posted in the 
general ledger to the debit of the accounts payable con- 
trolling account. The credit posting will be to the bills 
payable controlling account. 


Bills Payable Ledger 

This ledger is subsidiary to the bills payable controlling 
account in the general ledger and the postings should be 
verified from the books of original entry (bills payable 
journal and the cash disbursements book) and the additions 
and trial balance checked in a manner similar to that em- 
ployed in checking the accounts payable ledger. The re- 
marks as to creditors’ statements and confirmations made 
under the accounts payable ledger also apply here. 


It will frequently be found that the bills payable journal 
and the bills payable ledger are combined in one record. 
This is feasible where the bills are relatively few in number 
and are not outstanding for any great length of time. The 
procedure followed is to make provision in the bills payable 
journal for the insertion of the date of payment opposite 
the amount of the bill. This is equivalent to posting a 
debit entry and the open items comprise the trial balance 
of the record. 
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Expense Ledger 


Where a rather detailed classification of expenses is 
required it is usual to operate a subsidiary ledger for ex- 
penses. The primary object of our audit of this record is 
to see that the clerical work is being done accurately. The 
management depends on the information shown by this 
record in controlling expenses and if amounts are incorrect- 
ly posted the record is misleading. Some of our audit con- 
trol also depends on a scrutiny of the expenses, particularly 
by comparison with other periods, and this may lead to 
an investigation which results in uncovering a fraud. The 
usual audit procedure consists of checking the postings, ad- 
ditions and trial balance for a portion only of the period 
under review. In checking the postings the audit clerk 
using the disbursements book or purchase’ journal should 
call the amount and the name of the expense account, and 
account for all charges to the expense control. 


Wage Records 


Time or Piece Work Wages 

A factory payroll usually records the name of the em- 
ployee (or a designating number), hours worked, hourly 
rate, gross amount of wages, deductions (such as unem- 
ployment insurance, group insurance, income taxes, etc.) 
and the net amount which is paid to the employee. A great 
many frauds which are perpetrated involve wage records, 
particularly where the number of employees is large. Usual 
methods involve the alteration of rates of pay, incorrect 
extensions of the amounts to be paid, or the inclusion of 
fictitious names on the payroll. 

As the payroll is usually a formidable record involving 
a considerable amount of detail, it is seldom practicable to 
make a complete audit of all payrolls. However, if fraud 
is being committed it usually is continuous and is not con- 
fined to one pay period; it should be caught by an examina- 
tion which is restricted to three or four pay periods in a 
year. The exact extent of the test will depend on the type 
of audit being done. The matter of approval is of para- 
mount importance. Every payroll should be approved first 
by the respective department heads or foremen, subsequent- 
ly by the factory superintendent and finally by the official 
in charge of the accounts, usually the secretary-treasurer. 


FEBRUARY, 1943. 111 





THE CANADIAN CHARTERED ACCOUNTANT 


The general approval of the secretary-treasurer should 
mean that the other approvals have been recorded and that 
on the strength of these and of his own general scrutiny, 
he passed the wage record for payment. 

In the audit of the pay of a particular employee the 
first item is the number of hours worked. This should be 
substantiated by a time sheet, approved by the foreman, 
or by a time clock card. The rates of pay should be test- 
checked against an approved schedule. This may take the 
form of a trade union agreement or it may be a schedule 
which has been prepared by the client but we should be 
satisfied that it is authorized by a responsible official. 

If the employees are paid on a piecework basis a pro- 
duction slip should be available showing the work done, 
the rates and the extension of the amount of pay and these 
sheets should also be approved by a foreman or department 
head. The rates should be test-checked from an approved 
schedule. 

The various deductions which are made from gross 
wages usually need not be checked in detail. We should, 
however, see that the deduction for unemployment insur- 
ance appears to be approximately correct and that the com- 
pany is not rendering itself liable to a fine through neglect- 
ing to make the proper assessments. We should also see 
that any amounts which are deducted from gross wages 
find their way to the proper liability accounts or to separate 
trust bank accounts (for such items as war savings cer- 
tificate and victory bond deductions). If wages are paid 
by cash only the net amount to be paid should pass through 
the paymaster’s hands and the deductions should be re- 
corded by journal entry. 

The arithmetical accuracy of the payroll should be 
test-checked but the extent of the checking of extension 
of gross wages and net amounts paid will be decided by 
your senior. 

After we have satisfied ourselves that the payroll is in 
order our next step is to see that the wages disbursed are 
in accordance with the payroll. When payment is by cheque 
we examine the returned cheques and mark them off against 
the entries in the payroll in exactly the same manner as 
for other disbursements, as described in a previous lecture. 
Particular care must be taken to guard against forged or 
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incomplete endorsements. If a separate payroll bank ac- 
count is operated it should be reconciled in the manner in- 
dicated in the previous lecture. In such cases the exact 
amount of each payroll should be transferred to this bank 
account and the balance according to the pass book or bank 
statement at any date should represent only outstanding 
cheques. If there is an accumulation of funds in the bank 
account in addition to the outstanding cheques, we should 
obtain a satisfactory explanation as it may be the intention 
of the paymaster to misappropriate these funds at a later 
date. If payment is made in cash, we must see receipts 
from each employee for the net amount of his pay. We 
should be on our guard particularly for forged receipts and 
evidence of alterations in the figures. 

The principal safeguard against the inclusion of ficti- 
tious names on the payroll lies in the approvals of those 
familiar with the employees, but it is good audit practice 
to accompany the paymaster at least once each year when 
he distributes the pay to see that the pay for every item 
on the list is actually handed out to an employee. At that 
time some verification can be made of the identity of the 
employee by asking him to produce his registration card 
or otherwise identify himself before he receives his pay. 

The next step is to follow the totals through to the next 
record. This may be the purchase journal or the disburse- 
ments book but in some cases the payroll totals are posted 
directly to the general ledger. Scrutinize the distribution 
of the gross wages to see that it is reasonable and that the 
various deductions are recorded for the credit of the proper 
liability account. 

Salaries 

The salary roll should be approved by a responsible 
official; if the number of employees is so large that this 
official cannot be familiar with all of the employees, then 
the approval of departmental heads should also be recorded. 
The amount of salary should be verified by reference to 
an approved schedule. If we are conducting a continuous 
audit it is sufficient to see that any changes from one period 
to another are approved by a senior official. The records 
should be added and the totals transferred to a book of 
original entry or posted to the general ledger. 
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Security Transactions 
Security Journal 

Where security transactions are numerous they may 
be segregated in a separate record. Under such circum- 
stances the amounts of money involved are large and there 
are opportunities for dishonest employees to perpetrate a 
fraud. Every purchase or sale should be supported by a 
properly approved broker’s contract. The following points 
should be checked on the broker’s contract: 

(1) The name of the addressee (this of course should 

be the client). 

(2) The date—an old contract should be viewed with 
suspicion. 

(3) The description of the security (name of issuing 
corporation, maturity date, interest rate, whether 
preference or common shares, etc.). 

(4) The par value of bonds or number of shares. 

(5) The price. 

(6) The extension of the gross value. 

(7) Deductions for commission and tax and the exten- 
sion of the net value. 

(8) In the case of bonds the calculation of accrued in- 
terest. This should ordinarily be done by a clerk 
on the client’s staff, and initialled for; and in such 
cases we need only make a mental calculation to 
see that it is approximately correct. 

(9) Approval—the security transactions should be ap- 
proved by a responsible official such as the secre- 
tary-treasurer or other person specifically authoriz- 
ed to approve such transactions. 

When the broker’s contract has been examined the par- 
ticulars should be checked to the security journal. This 
records the name of the broker, the description of the 
security, par value or number of shares and the cost or 
sales value. In the case of sales the security journal will 
also probably show the cost of the security and the result- 
ing profit or loss. The cost will be verified by reference 
to the securities ledger. 

Most companies’ by-laws require that security transac- 
tions should be approved by the directors. In such cases 
we should see that each transaction in the security journal is 
recorded in the minutes of directors’ meetings. 
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When we have satisfied ourselves that the entries in the 
security journal are correct, the totals should be transferred 
to the cash books or posted directly to the general ledger, 
depending on the accounting system. 


Security Ledger 

The security ledger is a record of the details of se- 
curities owned by the company, and is usually a card or 
loose-leaf record containing a separate account for each 
security showing the date of the transaction, the name of 
the security, particulars as to maturity and interest rate 
in the case of bonds, the par value or number of shares 
held and the cost. The aggregate of the balances shown 
will agree with the controlling account in the general ledger. 
As the balances of the individual accounts in this record 
are used by the management in reviewing the securities 
held and are also used when the securities are examined 
by the auditor, it is necessary for us to see that they are 
correct. The individual ledger sheets or cards are verified 
by checking postings from the security journal, or if no 
security journal is used, from the cash disbursements book, 
cash receipts book and general journal. 

All of the particulars referred to above should be checked 
when we check the postings. The additions of the ledger 
should be checked and a trial balance taken and agreed with 
the controlling account in the general ledger. Part of the 
audit of securities involves physical inspection of the cer- 
tificates, and this will be covered in the lecture on balance 
sheet audits. 

The income from securities should be verified at least 
once a year. If the holdings are substantial, a detailed 
record of income received should be maintained which can 
be totalled and agreed with the general ledger controlling 
account for investment income. In the case of bonds, the 
verification is readily done by reference to the coupon rate 
and the par value. If the bond interest is in default there 
is usually correspondence on file from the issuing corpora- 
tion or a bondholders’ committee which will indicate the 
status of the interest payments. 

There are available several publications which record 
the dividends paid by all important companies on this con- 
tinent, and dividend income may be verified by reference 
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thereto. The verification of income is usually done in 
connection with the balance sheet work. 


Revenue 
Sales Recapitulations 

This record accumulates the amounts of the sales in- 
voices which may be classified by products, by territory, 
by salesman, etc. The important thing is to see that all 
sales have been invoiced and that all invoices have been 
recorded. A common means of covering fraud is to omit 
the recording of a charge to the customer, the sequel being 
the misappropriation of the remittance when it comes in. 
A similar result may be accomplished by understating the 
totals of the recorded invoices. 

Usually the sales records are too voluminous for com- 
plete checking and our verification is confined to a test of 
a short period or a section of the recapitulation. 

Our audit should include a survey of the routine in force 
in the office to see that when goods are shipped an invoice 
will be made out and recorded. Work of this kind will 
usually be done by your senior but you should realize that 
when you are presented with a bundle of duplicate invoices 
you have no assurance that some have not been omitted 
apart from the tests you make. It is usual for invoices 
to be serially numbered and we should make tests of the 
duplicate invoices being audited to see that the numbers 
run consecutively. If an invoice has been spoiled we should 
ask the clerk responsible to produce the original and all 
other copies so that we will know that the invoice clerk 
has not sent an invoice to the customer but marked the 
duplicate “spoiled” so that it would not be recorded in the 
books. 

In conjunction with our check of the amounts of the 
invoices, we should see that any goods sold which do not 
represent the ordinary stock-in-trade of the company, as 
for example equipment or automobiles, are correctly de- 
scribed in the recapitulation and are not grouped with 
sales. In some cases your audit program may include 
instructions: to test-check pricing and extensions of in- 
voices. Pricing may be checked from approved price lists 
or catalogues, and care must be taken to see that trade dis- 
counts allowed are in accordance with the terms authorized 
by the management. 
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Credit notes issued for returned goods and price allow- 
ances require a little different treatment. In the case of 
returns we should see copies of receiving slips attached to 
the credit notes evidencing the return of the goods. Credit 
notes should be approved by someone in charge of sales 
or some other responsible official. The person approving 
the credit notes should at the same time account for the 
consecutive numbers to see that he has seen all credit notes 
issued, as forgery of an approving officer’s initial is a rela- 
tively simple matter and difficult for us to detect. Our ob- 
ject is to see that all items on the recapitulation of credit 
notes are supported by consecutively numbered credit notes 
properly approved, as otherwise the bookkeeper might be 
able to put through a fictitious credit to a customer’s ac- 
count, in order to cover up the misappropriation of a re- 
mittance. 

The duplicate invoices and credit notes tested should be 
checked to their respective recapitulations which should 
then be added and the totals transferred to the general 
journal or posted directly to the general ledger. The entry 
is debit accounts receivable (for the net amount of sales 
less credits) and credit sales and other accounts. 


Accounts Receivable Ledger 

This ledger records the detailed amounts owing by in- 
dividual customers and the aggregate of the outstanding 
balances should agree with the accounts receivable control- 
ling account in the general ledger. The importance of the 
audit of this record is emphasized when we realize that 
the majority of frauds committed involve the misapprop- 
riation of cash remitted by customers. This action leads 
the culprit to look for means of concealing his crime which 
must involve either the omission of debit entries in the 
accounts receivable ledger, the inclusion of improper credit 
entries or the falsification of additions. The debit entries 
come from the sales recapitulation or directly from the 
sales invoices. In checking the postings from the sales 
recapitulation it may be necessary to refer to the invoices 
for the name of a customer and if so, the invoices which 
are being tested should be checked both to the sales recap- 
itulation and to the accounts receivable ledger before leav- 
ing our possession, as it is our object to see that all of the 
invoices which we checked are recorded both in the accounts 
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receivable ledger and also the control account. The amounts 
may be called from either the ledger or from the sales 
recapitulation, but both records must be cleared before they 
leave our possession. 

The credit entries in the accounts receivable ledger arise 
from credit notes, cash receipts, or in a few cases from 
journal entries adjusting accounts. We must see that every 
credit entry in the section chosen to be tested is supported 
by a proper entry in the books of original entry. The books 
of original entry will also be cleared for the period selected. 

Debit entries in the general journal should be posted 
to the accounts receivable ledger and the journal should 
be cleared. 

The additions of the ledger for the period tested should 
be checked. The trial balance of the ledger should also 
be checked and added at the beginning and the end of the 
period tested and the totals agreed with the controlling 
account. 

A further means of verification of the accounts receiv- 
able ledger is the application directly to the debtors for 
confirmation of the amounts shown as owing. This is usu- 
ally done in connection with the balance sheet audit and 
will be dealt with in a subsequent lecture. 


Bills Receivable Record 

The entries in this record arise out of accounts receiv- 
able for which drafts have been drawn and the objects of 
the audit are similar to those for the accounts receivable 
records. It is usual to operate the bills receivable journal 
and the bills receivable ledger in one combined record sim- 
ilar to that for bills payable. When a bill is drawn on a 
customer it is entered in the bills receivable record and 
when it is ultimately paid the date of the payment is marked 
opposite the amount and this is equivalent to recording a 
credit posting. The entries in the journal are verified by 
cross-checking to the corresponding credit entry in the ac- 
counts receivable ledger, and the items which are marked 
“paid” should be checked with the cash receipts book or 
bank advices to establish that cash actually has been re- 
ceived. The record should be added and the totals of the 
debit entries for the month should be posted to the debit 
of bills receivable account and the credit of accounts re- 
ceivable account in the general ledger. The trial balance 
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of this record is taken by listing the open items after which 
it should be added and agreed with the controlling account 
in the general ledger. 

Stores and Inventory 

Some companies maintain a detailed record of stores 
and finished products on hand which in the case of stores 
usually accounts for both quantities and values. The debit 
entries in the stores ledger come from purchase invoices and 
those in the finished products ledger usually come from 
manufacturing or costing records. We should make suf- 
ficient tests from the purchase records to satisfy ourselves 
that all of the stores purchased are being charged in the 
stores ledger, as failure to do so would provide the person 
in charge of stores with an opportunity to help himself to 
the stock. Similarly a test should be made from manufac- 
turing or costing records to see that the products of the 
company are charged up in the stock records. 

Credit entries in the stores accounts should be supported 
by requisitions approved by a responsible person, such as 
a foreman or the factory superintendent or other depart- 
ment head. Our audit of these entries should consist of 
accounting for all credits in the section of the ledger chosen 
to be checked. Credit entries to inventories of the com- 
pany’s own products will usually be supported by duplicate 
sales invoices and we should see that all credits are so 
supported. We should also see that the sales invoices which 
we have referred to are included in the sales recapitulation. 

The additions of the ledger cards should be tested. 

An additional part of our audit procedure may consist 
of taking a physical inventory of stores and comparing it 
with the book records. This is usually done in connection 
with the balance sheet audit and will be dealt with in a 
subsequent lecture. 

General Records 
General Journal 

This record must be very closely watched as entries af- 
fecting any account in the ledger may come through it. 
Every entry should be scrutinized by the senior in charge 
but much of the detailed vouching may be done by the 
junior and intermediate staff. The entries should be sup- 
ported by vouchers bearing the approval of the person in- 
itiating the entry, who may be the accountant or a ledger- 


FEBRUARY, 1943. 119 











THE CANADIAN CHARTERED ACCOUNTANT 


keeper or the factory superintendent or any department 
head. The voucher should also bear the general approval 
of the person in charge of the accounts, usually the secre- 
tary-treasurer. The evidence required to substantiate an 
entry will vary considerably depending on the nature of 
the entry. Entries for writing off bad debts should be 
approved by the credit manager and if the amounts are 
substantial we can refer to correspondence to satisfy our- 
selves that every effort has been made to collect the ac- 
count. Entries correcting the distribution of expenses or 
other entries which have gone through the books can be 
verified by referring to the original incorrect entry. If 
a definite liability is being set up then we should see sup- 
porting evidence just as though the entry were going 
through the purchase journal. Generally speaking entries 
affecting cash should not be recorded in the journal but if 
this has been done we must see cheques for credits to the 
bank and must see proper vouchers for the disbursement. 
If the entry is recording a deposit, the amount must be 
checked to the bank statement just as though it had ap- 
peared in the cash receipts book. 

The additions of the general journal should be checked 
completely and every entry should be cross-added separ- 
ately even though the journal be of columnar form. The 
posting of the entries to the general ledger requires no 
special comment. 


General Ledger 

This record summarizes all of the entries in the various 
books of original entry and classifies them according to 
their nature. It is the source of information from which 
financial statements are prepared and the object of our 
audit is to see that this record is accurate. The postings 
from the various books of original entry must be checked 
completely for the period under review. The procedure is 
to call the amounts from the various books of original entry 
to the ledger. When all of these entries have been cleared 
from the books of original entry, the general ledger should 
be cleared to see that all entries therein have been checked. 
The entries checked should be added, beginning with the 
figures taken into the trial balance at the beginning of the 
period under review and ending with the figures taken into 
the closing trial balance. It is usually most convenient 
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to clear the postings, see that the additions have been done 
and check the opening and closing trial balances at one 
operation but in any case these operations should all be 
performed before the ledger leaves our control. 

In the case of certain accounts such as personal draw- 
ings accounts of proprietors, or the more important asset 
accounts such as fixed assets, the particulars of individual 
entries may be entered in the ledger and if this is done the 
descriptions should be checked also as they are most useful 
in preparing analyses of the accounts for purposes of our 
balance sheet working papers. As a general guide in this 
respect, the person checking the ledger should see that all 
of the important particulars entered therein are correct. 


THE SIGNIFICANCE OF METROPOLITAN ECONOMICS 
IN CANADIAN ECONOMIC DEVELOPMENT 


By George Morrison, Chartered Accountant, Ottawa 


_— principal significance of metropolitan economics in 


any economic development is to set up within a 
political entity an organism whose economic interests are 
generally at variance with those of the State. Before 
applying such a generality to Canada let us first see just 
what “metropolitan economics” implies. 

The thesis of the “metropolitan economist” is that the 
fundamental economic nucleus is the metropolis or the very 
large city. By careful study of economic history he has 
seen large cities grow from towns by being the pivot of 
exchange for hinterland areas rich in natural resources; 
these areas are in turn provided by the metropolis with the 
goods and services naturally lacking there. Metropolitan- 
ism is traced to four attributes which develop in succession: 

(1) The metropolis organizes the market for the hinter- 

land by means of stock exchanges, storage facilities 
and cheap transportation. Both extended and 
hinterland trade are centred on the metropolis. 

(2) The metropolis develops industrially to meet local 

demands for manufactured goods; supplies of raw 
materials are near at hand and focus on the 
metropolis. 

(3) The metropolis develops into a railway centre, a pivot 
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for the highways of the district and for its com- 
munications. 

(4) The metropolis becomes the financial centre for the 
region; its banks supply the credit for moving the 
produce of the hinterland; its insurance and trust 
companies provide long term credit for large capital 
investments. The metropolis mobilizes the capital 
of the area and dispenses it over the area where 
the need is greatest. 

Thus the metropolis and its hinterland become inter- 
dependent and develop into an economic unit. This essay 
must analyze the significance of this regional growth in 
Canadian economic development. 

Developed Late in Canada 

The economic development of Canada is the result of 
the early emphasis on furs, which, as it involved heavy 
overhead costs, demanded an ever-increasing supply, in turn 
causing westward expansion to the Pacific. The problem 
of food supplies was great for such an extended trade and 
bases were encouraged as in the Red River district. Here 
the fertility of the soil soon resulted in food supplies which 
surpassed the demands of fur trading and sought a new 
outlet. Thus arose the demand for settlement in direct 
opposition to the interests of the fur trader, causing the 
decline of furs as the leading staple; wheat for export and 
settlement in replacing furs created new demands for better 
transportation and in time the railways were necessary. 
The latter caused a great increase in the demand for capital, 
which government had to assume, failing other sources, and 
Confederation was a necessity to provide an adequate 
credit structure. The assumption of such a burden of debt, 
implying its annual interest charges, caused the Canadian 
tariff. Thus early in our economic history political organi- 
zation and policy was a matter for the State, while the 
metropolitan areas had none, as they were in infancy. Later 
when metropolitan areas were fairly well established (and 
we may say that by 1900 Toronto and Montreal had 
achieved the last stage of metropolitanism—that of financial 
centres) the State was too powerful to be overcome by the 
organizations of metropolitan areas. Thus in Canada the 
political authority is the State while the economic centre is 
the metropolitan area and only in so far as the latter can 
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influence the former can the political and the economic be 


merged. 
State versus Metropolis 

Assuming two cities of metropolitan stature in Canada, 
it may be shown clearly how the conflict between State and 
metropolis arises. The hinterland opens up trade in 
response to the demands of the metropolis. In time it urges 
the State to finance transportation facilities (roads, rail- 
ways) that it may increase its supplies to the metropolis. 
As the supply of resources increases aided by the capital 
improvements financed by the metropolis, outside markets 
are sought and gained where prices can compete in world 
markets. Then its produce becomes subject to world prices 
which fluctuate widely. At the same time however the 
metropolis desiring to make its market in the hinterland 
for manufactured goods secure from foreign goods, has 
prevailed on the State for protective tariffs. Thus we find 
the tariff to be a double matter—protection as just shown 
plus the rate necessary to cover the interest charges on 
borrowed railway capital. The prices of the goods which 
the hinterland purchases are made rigid downward by 
tariffs whilst the prices of its exports fluctuate widely—a 
phenomenon which causes great hardship to raw materials’ 
districts in depressions. This has been our most acute 
problem lately and explains the antagonism which the West 
and the Maritimes harbour against Toronto and Montreal. 

This tendency to a struggle between the hinterland and 
the metropolis may in fact be a struggle between two 
metropolitan areas, one in the State and one external. In 
Canada this struggle is seen in the Maritimes and in the 
Prairie Provinces. Actual transportation costs and natural 
prices of manufactured goods would place the Maritimes 
in the metropolitan area of Boston; the tariff and the 
Intercolonial Railway are the visible signs of Montreal’s 
attempt to keep this region in its hinterland. The success 
of these latter attempts may be seen in the Maritime’s hard- 
ship; the State has been called upon to support the Mari- 
times with freight rate differentials and subsidies as a 
result of its separation from its natural metropolis. The 
Prairies are in a similar position; whereas much of that 
area would fall naturally into the metropolitan regions of 
Chicago or Minneapolis-St. Paul, the political growth of the 
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Dominion has tied it to Montreal and Toronto. Thus we 
have the evidence of the conflict between the State and the 
Metropolitan nucleus—a struggle whose solution has been 
sought in a maze of subsidies, rebates and freight-rate 
problems. 
Influence of the St. Lawrence 

The problem of the St. Lawrence is another example of 
the fundamental significance of metropolitanism in Canada. 
The earliest struggle in which the St. Lawrence figures was 
with the Hudson Bay route but with the collapse of fur as a 
staple, the struggle centred in the South and has remained 
there. New York was slow to gain metropolitan import- 
ance under the pioneer labour economy but its growth with 
the development of capital equipment was phenomenal. 
The steamship, the railroad and the canal opened up New 
York as a metropolitan centre and gave Montreal more 
competition than it could successfully resist. Montreal’s 
reply to the Erie Canal and the drain of grain through 
New York was to seek federal financing for the construction 
of the Welland and St. Lawrence Canals. The conflict of 
State and metropolis was again in evidence however and 
the improvements were made so spasmodically that some 
part of the system was (and still is) always antiquated by 
the time the new sections were completed. Thus Montreal 
was inferior to New York as a metropolis in the wheat era 
and never claimed the position it held in the lumber and 
fur periods. New York would appear to have captured a 
hinterland in the Western Provinces which would have 
belonged to Montreal had the metropolitan area and not 
the State been in political control. 

Linked with Railway Problem 

That Toronto and Montreal have reached the last stages 
of metropolitanism and that metropolitan economics are of 
vast significance in Canadian economic development is veri- 
fied by the history of our transcontinental railroad growth. 
The construction of the C.P.R. with Montreal as terminus 
was a triumph for the financial group in that metropolis over 
the Toronto group, whose retaliation led to the construction 
of the Grand Trunk Railway. Subsequent history has 
shown the financial difficulties which such a move entailed 
and has forced the onus on the State for the maintenance 
of the road. Thus we find that the C.P.R. controlled in the 


124 





THE SIGNIFICANCE OF METROPOLITAN ECONOMICS 


Montreal metropolitan area is competing with the C.N.R. 
run by the State; moreover the State in using freight rate 
differentials to overcome the hardships of certain areas 
shown above as separated from their natural metropolis 
has succeeded in keeping the C.P.R. from paying dividends 
only at the expense of having to meet the huge annual 
deficits of the less efficient C.N.R. Thus it is seen how 
securely the metropolitan development of Canada was 
linked with the start of our railway problem and how it 
has caused its continuance. 


New Centres Appearing 

The significance of metropolitan economics in a state 
with several such areas is bound to centre around the com- 
petition of such areas. The significance of competition 
between Montreal and Toronto in causing our railway 
problem has been explained above. The problem of over- 
head costs in the eastern half of our railways has been 
accentuated by the capture of a hinterland in Alberta by 
Vancouver. This problem will grow as Oriental markets 
open to our grain. Regina’s position is very favourable 
for metropolitan growth and as the Hudson Bay route 
improves we can expect the loss by Winnipeg, Toronto and 
Montreal of hinterland areas to this centre. This would 
throw the problem of overhead into direct relief and hasten 
the day when metropolitan areas must have some political 
control over tariffs. It would also recall the struggles 
between London, England and Montreal for the hinterland 
in Western Canada and the recurring problem of the heavy 
overhead costs of transcontinental growth. Edmonton may 
develop to metropolitan proportions with a hinterland in 
the Mackenzie and Peace River basins. However the 
growth of such metropoleis in competition with Montreal 
and Toronto meets a snag when the financial stage of 
metropolitanism is approached. Financially these latter two 
are firmly entrenched and our banking system would seem to 
ensure such control for some time to come. But enough 
has been outlined to show that the competition between 
metropolitan areas and would-be areas is and will be great 
in Canadian economic development. 

The struggle of the hinterland against the control by 
the metropolis is strengthened by the presence in the 
hinterland of “industrial satellites,” which manufacture 
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goods and market through the metropolis. Where an 
industry requires much land, or depends on a physical factor 
localized in a small area, or when the freight charges on 
the finished article are less than on the bulky raw material, 
the most efficient location is not generally in the metropolis 
but in the hinterland. Thus towns and cities spring up in 
the hinterland and compete successfully in certain lines 
with the metropolitan industry. The Toronto and Montreal 
areas contain numerous such centres which market their 
goods often in an extended market through the metropolis. 
The savings of large scale production make this wider 
market alluring but in depressions the wide fluctuations of 
world prices in opposition to the fixed costs for storage, 
freight and financing plus other metropolitan costs raise 
discontent and the hinterland cities rebel against the 
metropolis. The presence of “industrial satellites” increases 
the intensity of the hinterland’s opposition to the metropolis 
and this conflict is made more significant. 

In summary, Canada’s fundamental economic problem 
would seem to be the reconciliation of political to economic 
control. We have great regional distress when the business 
cycle moves against us because of the inevitable growth of 
metropolitanism at a later date than the inevitable growth 
of the State. The metropoleis seeking to retain their posi- 
tions against larger and more efficient foreign centres pre- 
vail upon the State for protection and in the main are 
successful as unity of purpose and action are more difficult 
in the hinterland. This adds to the list of rigidities which 
bear upon the hinterland purchases and makes necessary 
diverse compensation when sales receipts decline. The 
question of foreign versus domestic metropolis would seem 
to be of ever-increasing significance in our economic growth. 
Coal was formerly a limiting factor to the size of the 
metropolitan area but the expansion of oil and electricity 
as power producers has allowed the metropolitan area to 
expand greatly. For Canada this potential metropolitan 
growth means increasing tension between the hinterland 
and the metropolis as New York, Chicago and other 
American metropolis vie for Canadian areas with Toronto 
and Montreal. In conclusion then, the conflict of State and 
metropolis in Canada appears to be very significant in our 
economic development as it underlies the regional problems 
which are confronting us. 
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SOME NOTES ON BRITISH GOVERNMENT FINANCE 


By Bryan Pontifex, F.C.A. (England), F.R.Econ.S., 
Knowle, Warwickshire, England 


HE financial and economic world in Great Britain has 

been perturbed and the trades union and socialistic 
world elated by the recently published “Social Insurance 
and Allied Services” prepared under government auspices 
but signed by Sir William Beveridge, F.R.Econ.S., alone— 
not by a committee of investigation and deliberation. Sir 
William was for many years Director of the London School 
of Economics but, in its main outline, the scheme appears 
to be that of the Trades Union Congress. 

There has not been sufficient time—the report was dated 
20th November only—fully to digest the scheme (which 
with appendices covers 543 pages) but the figures given 
for the proposed expenditure hereunder are staggering. It 
is of course true that the country is now raising stagger- 
ing amounts for the prosecution of the war but with in- 
creasing debt charges on an increased and increasing debt 
with many financial obligaticns left to be faced after the 
war—that does not appear to the accountant and to the 
business man as an opportune time to enter into new huge 
undertakings with lavish expenditure of the citizens’ money. 
Sir William Beveridge in himself illustrates the two mean- 
ings to the word “economist,” one a writer on economics 
or political economy—which he is—and another a thrifty 
person—which he is not. 

In addition to a debt (fortunately mostly internal) of 
some £1,600,000,000 increasing by some £2,000 millions a 
year there are many liabilities deferred until after the war 
—for example, post-war credits issued to income tax payers 
some £60 millions, refunds of Excess Profits Tax some £50 
millions, some £200 millions interest on National Savings 
Certificates not brought into account. Then there is the 
money held in trust for rebuilding after bombing—many 
millions which aggregate an amount equivalent to 50% 
of the total net ratable value of all the assessments in the 
country. In addition to all this there is expenditure, al- 
ways an aftermath of war, on pensions to wounded soldiers 
and to soldiers’ widows and orphans. 

The income tax payer indulging in “wishful thinking” 


FEBRUARY, 1943. 127 











THE CANADIAN CHARTERED ACCOUNTANT 


of a reduction in the rate of income tax from the standard 
rate now current of 50% has received a shock. Today’s 
dubiety as to the effect of the scheme, if adopted, has at 
least this certainty, that huge sums will be required for- 
ever. 

The Total Cost 

The gist of the estimates contained in the Report are 
that the total cost of social services (now £432 millions a 
year under existing rates) will be increased by 1945 (ap- 
parently the compiler assumes that the war will be over 
by then) to £697 millions—an increase of over 60%—and 
in 1965 to £858 millions—an increase of nearly 100%. The 
immediate increase of £265 millions is to come £86 millions 
from the Exchequer, £54 millions from employers and £125 
millions from employees. This is a bright point in the 
scheme and redeems it from hasty condemnation. The 
forecast increase from £697 millions per annum to £858 
millions per annum, an increase of £161 millions, will, it 
is stated, fall altogether on the Exchequer—that is, in the 
final analysis the income tax payer. Put in another way the 
amount to be provided by taxes is now £265 millions per 
annum. In 1945 it is given as £351 millions and in 1965 
as £519 millions. 

A great change under the proposed scheme is the virtual 
transfer of industrial insurance from industrial insurance 
companies to a Government Industrial Insurance Board al- 
though in parenthesis the compiler “hedges,” saying that 
it is not essential to the whole of the rest of the plan. 
There are believed to be 14 such companies and 146 societies 
altogether, although only 8 have any great volume of busi- 
ness—notably the great Prudential Assurance Company 
which inaugurated this class of insurance in 1854 .. . the 
inaugurator was Edgar Horne who died in 1900 (incidentally 
it might be mentioned that he was the great uncle of the 
writer as showing that such a huge business was built up 
in three generations). Industrial insurance companies are, 
of course, in strict competition, which competition naturally 
gives the insured the benefit of competitive premiums and 
bonuses. The government had not the originality nor en- 
terprise to introduce industrial insurance and now that 
companies have made it a success the socialists would take 
away the business from them! Sir William would introduce 
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state death grants (£20) but the companies do millions of 
such business, meeting the need for death benefits. In the 
year before the war the number of industrial insurance 
policies in force was about 100,000,000 insuring in round 
figures £1,700,000,000—the result of energetic private en- 
terprise. It does not, of course, affect the question, but 
the mentioned Prudential Company has during the present 
war subscribed for over £85 millions of war loans—demon- 
strating surely a well-managed and patriotic concern. What 
would have been available for such purpose had such insur- 
ance been administered by a Government Industrial Insur- 
ance Board is a matter of surmise. 
Some Objections 

A fair argument against the liberal compensation pro- 
posed for unemployment is that we still have—in spite of 
the demand for all kinds of labour during this wartime— 
some considerable unemployment; also that higher rates for 
unemployment benefit will tend to increase the demands 
for it—that is unfortunately only human nature. 

Another point is that such liberal “doles” will undoubt- 
edly be, after the war, a great attraction to large numbers 
of Germans and others to come and live in Britain. An- 
other argument against this state socialism is that all in- 
dustry cannot afford to pay 3/3 a week for every one of 
its employees—equivalent to about $40 per annum. We 
must increase our foreign exports to pay for our imports 
and the higher the cost of our goods the less they can 
succeed in foreign competitive markets. Through the 
liquidation of so many of our overseas investments and 
consequently the loss of interest and dividends arising 
therefrom we shall have fewer “invisible exports” and there- 
fore more than ever shall require the export of goods to 
balance trade. 

To sum up, we simply can’t afford the luxury of such a 
scheme as Sir William Beveridge proposes. There will un- 
doubtedly be much opposition when the matter comes up 
in the House as manufacturers, merchants and financiers 
will naturally oppose it. Certainly, in the writer’s opinion, 
it is ten to one against it being accepted in its present 
form and even money against it being accepted at all. 
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BUSINESS INTERRUPTION INSURANCE AND THE 
AUDITOR 


By Lieutenant Colonel P. F. Seymour, Chartered 
Accountant, Montreal 


HE extent to which the auditor investigates the 
sufficiency of the coverage of the various kinds of 
insurance carried by a client undoubtedly varies with the 
individual circumstances. In cases where the insurance is 
placed through a large and reputable brokerage firm, the 
auditor will probably place a good deal of reliance on the 
former seeing to it that the coverage is adequate in the 
circumstances. 

There is one type of insurance, however, known as 
Business Interruption Insurance, which is becoming increas- 
ingly popular as its value is being more and more realized, 
for which the calculation of the coverage required is so 
much an accounting problem, that it would seem that the 
auditor should exercise considerable care in checking the 
coverage required, with the amount of the policy. This is 
particularly important because of the automatic 100% co- 
insurance feature in many types of these policies; which 
means that, in the event of loss, full recovery cannot be 
made unless the insurance is sufficient to cover the full 
insurable value. Insurance brokers would, it may be con- 
fidently stated, welcome the co-operation and assistance of 
the auditor in computing the amount of coverage required, 
when placing this type of insurance. 

What Business Interruption Insurance Is—When a fire 
occurs, a loss of physical values ensues, and to protect 
himself against this loss, the insured takes out fire insur- 
ance. Although the insured will, if adequately covered, 
make full recovery of any loss of physical values, a fire 
may cause serious loss in other ways. As a result of the 
suspension or curtailment of operations, sales may be lost, 
and, in such case, the owner will have lost the net profit 
which he would otherwise have made. Again, many 
expenses must still continue to be paid, such as salaries of 
executives, employees under contract, and wages of fore- 
men and keymen whose services must be retained to uphold 
the organization. Interest on borrowed money, taxes, 
insurance premiums and many other items of expenditure, 
must still be paid. Business Interruption Insurance is 


130 





BUSINESS INTERRUPTION INSURANCE AND THE AUDITOR 


designed to protect the insured against losses of this nature, 
and specifically covers the loss of net profit, and maintenance 
of fixed charges that must necessarily continue, in the event 
of a fire causing suspension or curtailment of operations 
(and/or resulting in a loss of turnover). 

Two Forms of Business Interruption Insurance—The two 
forms of Business Interruption Insurance written in Canada 
are: (1) Use and Occupancy; and (2) Profits. While both 
are designed to cover the same perils, the method of de- 
termining the amount of loss is not the same under the 
two forms; and the coverage under the “Profits” form is 
somewhat broader than under “Use and Occupancy.” “Use 
and Occupancy” is the American type of business interrup- 
tion insurance policy, while “Profits” is an English form, 
which is becoming increasingly popular.in Canada because 
of the broader coverage provided. 

This type of insurance is auxiliary to fire insurance 
coverage, and it is provided by the terms of the policies that 
to recover losses thereunder a loss must have been paid 
under the fire policies. 

Use and Occupancy Policies—A specimen wording of the 
risks insured against follows: 

1. The conditions of the contract are that if the 
building(s) situated—and occupied as—or machinery 
or equipment contained therein be destroyed or damaged 
by fire occurring during the term of this policy so as to 
necessitate a total or partial suspension of business, this 
Company shall be liable under this policy, subject to the 
following conditions and limitations, for the Actual Loss 
Sustained for not exceeding such length of time as would 
be required with the exercise of due diligence and des- 
patch to rebuild, repair or replace such part of the prop- 
erty described as covered by this policy as has been de- 
stroyed or damaged, commencing with the date of the 
fire and not limited by the date of expiration of this 
policy, to wit: 

I. Net profit which is thereby prevented from 
being earned. 

II. Such charges and other expenses, including 
salaries of officers, executives, department managers, 
employees under contract and other important em- 
ployees, as must necessarily continue during a total 
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or partial suspension of business, to the extent only 

that such charges and expenses would have been 

earned had no fire occurred. 

2. Expenses to Reduce Loss—This policy also covers 
such expenses as are necessarily incurred for the pur- 
pose of reducing any loss under this policy (except ex- 
pense incurred to extinguish the fire) not exceeding, 
however, the amount by which the loss under this policy 
is thereby reduced. 

While there are various wordings designed to cover dif- 
fering business situations, all these policies contain a “limi- 
tation of liability” or “co-insurance” clause. A typical one 
follows: 

Total Suspension Clause—The liability per week under 
Items I and II of this policy during the time of total sus- 
pension of business of all of the properties described herein, 
shall be limited to the actual loss sustained, not exceeding 
1/50 of the amount of this policy for each business week of 
such suspension, except in the case of businesses operated 
on Sundays and holidays, in which event the said weekly 
liability shall not exceed 1/52 of the amount of this policy 
for each business week of such suspension. 

Partial Suspension Clause—The liability per week of 
this Company under Items I and II of this policy during the 
time of a partial suspension of business, shall be limited 
to the actual loss sustained by the insured, not exceeding 
that proportion of this Company’s maximum liability per 
week, as provided in the preceding paragraph, which the 
actual loss per week sustained by the insured under said 
Items during the time of such partial suspension, bears to 
the loss per week which would have been sustained by the 
insured under said Items during a total suspension of busi- 
ness, for the same time, of all the properties described 
herein. 

Profits Policies—A typical wording follows: 

The Company agrees with the insured—that—if the 
premises or property therein of the insured shall be de- 
stroyed or damaged by fire and the business shall as the 
necessary result thereof be interrupted or interfered with, 
the Company will indemnify the insured during the Period 
of Indemnity in respect of: 

(a) The loss of net profits sustained in consequence 
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of such interruption or interference, and the maintenance 

of the specified fixed charges necessarily paid or payable. 

(b) The increase in cost of working necessarily incur- 
red in consequence of such interruption or interference 
with the object of maintaining during the Period of In- 
demnity a Turnover not exceeding that of the corres- 
ponding period in the twelve months preceding the fire. 
Provided that: 

1. In the event of the earnings of the business for 
the financial year preceding the fire being insufficient to 
meet in full the amount of specified fixed charges relat- 
ing to such period, this insurance shall only apply to 
the extent to which the specified fixed charges shall have 
been met by such earnings. : 

2. If any of the specified fixed charges shall be re- 
duced or cease to be paid or payable by the insured the 
amount of loss shall be reduced accordingly. 
Definitions of some of the Terms used in the above para- 

graphs are also included in the policy, as follows: 

Net Profits—The profit resulting from the trading of the 
Insured in respect of the business in the premises after 
proper provision has been made for (1) all fixed or other 
charges, (2) all Capital receipts and accretions and all out- 
lay properly chargeable to Capital, and (3) depreciation. 

Specified Fixed Charges—To include only the following 
(listed in the policy) : : 

Turnover—The money paid or payable to the insured on 
account of goods sold and delivered from or on account of 
charges for work done in the premises and other premises 
utilized by the insured after the fire for the purpose of con- 
tinuing the business during the Period of Indemnity. 

Period of Indemnity—The period after any fire during 
which the business is interrupted or interfered with by the 
fire but not exceeding twelve consecutive calendar months 
from the date of such fire. 

The “limitation of liability” or “co-insurance” clause is 
covered by the following wording in the policy: 

The loss payable under (a)—i.e., the loss of net profit 
and maintenance of fixed charges—shall not exceed the As- 
certained Percentage of the shortage solely due to the fire 
between the Turnover during the Period of Indemnity and 
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the Turnover for the corresponding period in the twelve 
months immediately preceding the fire. The Ascertained 
Percentage shall be the percentage which the total sum 
insured under this form or the sum of the Net Profit and 
Specified Fixed Charges for the last financial year preceding 
the fire (whichever shall be the less) bears to the Turn- 
over for that year. 

Comparison of Forms—lIt is not within the province of 
this article to analyze the differences between the two forms 
in detail, but it may be noted that: (a) in the Profits form 
the Fixed Charges covered by the policy must be stated in 
the policy. This allows the insured to include those items 
only which would necessarily continue to be payable in the 
event of a partial or total suspension of operations. It may 
be pertinent to observe that as fires which involve partial 
suspension only and for limited periods, are more common 
than more serious fires which involve total suspension for 
long periods, the insured in order to be adequately covered 
against all contingencies, should include all those charges 
which would not cease to be paid during short periods of 
suspension or interruption. In the Use and Occupancy form 
the fixed charges do not require to be specified in the policy. 
(b) Under the Use and Occupancy form the length of time 
during which recovery may be made under the policy is 
limited to that required to rebuild, repair or replace the 
damaged property. Under the Profits form there is no such 
limitation; the governing factor here is loss of Turnover 
(i.e., sales) and recovery may, in some cases, be made long 
after physical rehabilitation of the plant. The length of 
time is however usually limited by the terms of the policy 
to twelve months succeeding the fire. (c) It should be noted 
that, in both the forms mentioned, the “limitation of lia- 
bility” clauses practically amount to a 100% co-insurance 
clause. Thus, under the Use and Occupancy wording, the 
liability of the Insurance Company is limited to 1/50 (or 
1/52) of the amount of the policy for each week of total 
suspension, or to a proportionate part of that fraction if 
suspension is partial. If there is under-insurance, and the 
weekly loss is in excess of the amount so established, the 
insured becomes a co-insurer to the extent of the proportion 
of the loss which is uninsured. 

In the Profits form the 100% co-insurance feature is 


134 





Se 


ee ee aE lee. 


er wa SS ae es’ .! OaeeellCUD.CLCUD 


BUSINESS INTERRUPTION INSURANCE AND THE AUDITOR 


applied by limiting the recovery to the lesser of two per- 
centages, viz., the percentage which the face value of the 
Policy is of the Annual Turnover (or sales) or the percent- 
age which the sum of the Net Profit and Specified Fixed 
Charges is of the Annual Turnover. Thus, if the Net Profit 
and Specified Fixed Charges represent 40% of the Sales, 
and the face value of the policy represents only 20% of 
the Annual Sales, recovery would only be made to the extent 
of 20% of the Sales lost by reason of the fire. 

Computation of the Coverage Required—From a consid- 
eration of the above it is evident that full recovery of the 
actual loss sustained can only be made if the insurance car- 
ried covers the total annual profit and all those expenses 
and charges which would continue in the event of a fire 
suspending or interrupting the operation of the business. 
The importance of careful compilation of the items is there- 
fore apparent, and this can only be accomplished by refer- 
ence to the accounts, 

It is important to note, in these days of extremely high 
taxes on income, that the Net Profit to be covered is the 
profit before taxes on income, because any recovery made 
under the policy simply replaces earnings which would have 
been made and is therefore a portion of the profits on which 
income and excess profits taxes will be assessed. 

Salaries of executives, superintendents, sales and office 
staffs, foremen and important employees should normally 
be covered in full, as it is unlikely that any would cease 
to be paid for, at all events, short periods of suspension. 

All other expenses should be carefully scrutinized and 
discussed and the probability or otherwise of their ceasing 
or continuing to be paid, determined. As stated previously, 
these should be considered in the light of probability, viz., 
that it is much more likely that a fire will cause short 
and perhaps only partial suspension of operations, than that 
a conflagration will cause total suspension of operations for 
a protracted period. 

Interest on bonds, debentures and other borrowed money 
a continuing charge, and should normally be covered in 
ull. 


While the specimen wording of the Profits policy given 
herein provides that the Ascertained Percentage shall be 
based on the results of the last financial year preceding 
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the fire, it may be noted that more and more policies of this 
type are now being written in which the Ascertained Per- 
centage is computed on estimated Turnover, Profit and 
Fixed Charges for the year immediately succeeding the fire. 
Where this is the case, it is necessary, if full coverage is to 
be maintained, to estimate volume of sales, profit and fixed 
charges for a year in advance during the whole term of the 
policy. Periodic revisions of the coverage may, therefore, 
be necessary during the policy year to ensure that the 
amount of the coverage is in accordance with the total re- 
quired based on anticipated future scale of operations and 
the result thereof. Similar revisions may be necessary 
where Use and Occupancy policies are in force, as the deter- 
mination of the loss would be largely governed by the scale 
of operations at the time the fire occurred. 

The object of this article is to stimulate the interest of 
auditors in providing the best service to their clients by 
assisting them in the computation of the coverage required 
under Business Interruption Policies. The experience of the 
writer has been that this type of contract is often imper- 
fectly understood, and that there is a distinct tendency 
to under-insure, resulting in material loss to the insured 
when a fire occurs. Few business men realize, without care- 
ful inquiry, the large part of the sales dollar which is rep- 
resented by fixed charges and profit. 


JUDGMENT RESPECTING THE INCOME WAR TAX ACT 
The Firestone Tire and Rubber Company Limited Case 


7 decision of the Supreme Court of Canada in connec- 
tion with the Firestone Company rendered on 3rd 
November 1942 has a much wider interest than from the 
outlook only of the British Columbia Income Tax Act (now 
suspended under agreement with the Dominion). The 
Company with head office in Hamilton, Ontario, was 
assessed for taxes on income said to have been earned in 
the province of British Columbia in years from 1927 to 
1987 and aggregating nearly $10,000. The liability to tax 
hung on the construction of the so-called Distributor’s 
Warehouse Contract between the Company and MacKenzie, 
White & Dunsmuir Limited as Distributor and the practice 
followed by the parties. While much devolved upon the 
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form of the contract it is to be noted that the filling of 
orders out of a stock of merchandise carried in a warehouse 
in the Province did not of itself establish the liability to 
the taxes. The question which concerned the Supreme 
Court was whether the contract was an “agency” contract 
or one of “sale” and the Court by a majority of three to 
two decided upon the latter and invalidated the assessments. 
The trial judge had reversed the Minister of Finance and 
was in turn reversed by the provincial Court of Appeal by 
a three to two verdict. In the final analysis then, six judges 
were in favour of invalidating the assessments and five 
were for validity. 
The Contract 

The judgment on behalf of Messrs. Justices Rinfret, 
Taschereau and Gillanders (ad hoc from the Ontario Court 
of Appeal) was written by Mr. Justice Rinfret and the 
minority judgment of Mr. Justice Kerwin and Mr. Justice 
Hudson was written by the former. Each judge examined 
the contract closely and found expressions and authorized 
procedures which to them indicated “sale” or “agency” as 
the case might be. There was on the one hand the outright 
statement that the contract was not to be construed as 
constituting the Distributor the agent of the Company for 
any purpose. Conversely Mr. Justice Kerwin pointed out 
that nowhere did the Distributor bind itself to buy the 
Company’s products. The scheme of the contract was that 
the Distributor was granted the exclusive right to sell tires 
and accessories in Vancouver Island and part of the main- 
land. Orders were to be sent to Hamilton and shipments 
were to be made to the Distributor’s warehouse in Van- 
couver. No obligation to pay arose until the twentieth day 
of each month when a check of the warehouse contents was 
made and the Distributor paid for what had been with- 
drawn. Property in the goods in warehouse remained in the 
Company until the goods were withdrawn and permission 
was given to the Distributor to “resell” in the usual and 
ordinary course of his business and to remove from ware- 
house goods so resold. At first the obligation to insure the 
warehoused goods lay on the Distributor but later this was 
changed apparently for no other reason than that the Com- 
pany could get cheaper coverage. Accessories, repair ma- 
terial and repair equipment were to be purchased outright 
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but nevertheless the profit on sales of such articles was 
assessed indiscriminately with the profit on tire sales. The 
prices to be paid by the Distributor were the list prices 
prevailing at the time the order was received and accepted. 
If the list price of goods in the Distributor’s warehouse 
rose, the Company was entitled to the exclusive benefit of 
such rise. On the other hand, if the price dropped the 
Company agreed to compensate the Distributor for any 
rebates it might have to allow a dealer to whom it sold. 


The Practice 


Mr. Justice Rinfret referred to the manner of carrying 
out the contract as it had been in force for a number of 
years. Orders placed were commensurate with the volume 
of business which was large. Such orders were called 
“specifications” and were usually in carload lots. The 
Company had no right to dictate to the distributor as to 
the size of stock to be carried and no order had ever been 
refused. The “specifications” merely stated the number 
and kinds of tires required. The Company in return sent 
a memorandum, invoice or record of shipment. Bills were 
only sent after the check was made on the 20th of each 
month and the prices charged were those prevailing at the 
time the orders were received. Mr. Justice Rinfret corrected 
the majority judgments in the Court of Appeal of British 
Columbia in this respect, it having been said that the 
prices were “the proceeds of the sales made by the Distribu- 
tor in Vancouver.” 


Judgment 

The view of the majority of the judges was that the 
contract—and the procedure followed—was_ consistent 
mostly with an agreement of sale. The Company had no 
control over the sales or removals from warehouse. It 
could not say to whom goods should be sold. It had an 
employee in the Province whose only duty it was to approve 
adjustments on claims. The Company had no salesmen in 
the Province. The Distributor’s business was only 25% 
with Firestone. If purchasers from the Distributor failed 
to pay, the loss fell on the Distributor. The contract was 
one of sale made in Hamilton and the profits accruing were 
not income earned in British Columbia. In the dissenting 
judgment Mr. Justice Kerwin drew attention to many ex- 
pressions which he found inconsistent with a contract of 
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sale and consistent with agency. The Distributor was to 
“account” to the Company for goods. The clause stating 
that the Distributor was not the agent was designed in 
the judge’s opinion to ensure that the Distributor would not 
make representations binding on the Company. His Lord- 
ship dealt at some length, quoting authorities, on the 
proposition that the whole assessment was bad because it 
included profits on the outright purchases of accessories. 
His Lordship’s conclusion was that income or profit was 
earned on sale and not on manufacture and so all the profit 
on sales in British Columbia was assessable. This con- 
clusion was not endorsed by the majority of the Court and 
therefore forms no part of the decision. 


TABLE OF EXCHANGE RATES 


(Kindly supplied by The Canadian Bank of Commerce, Toronto) 
31st December 15th January 
1942 


1943 

TTT TTT Ter TT 10-11% P. 10-11% P. 
PE Rihavelenanvad anes 443-447 443-447 
Australian Pounds .......... 35814 835814 
New Zealand Pounds ......... 360 360 
South African Pounds ........ 443 443 
British West Indies—Dollars . 9270 9270 
India—Rupees .............. 3356 3356 
Hong Kong—Dollars ‘Cvstedian = 2781 2781 
Straits Settlements— ; 

ope = «=O 5226 
Sweden—Kronor ............ 2634 2635 
Switzerland—Francs ........ 2569 2569 


Note: The above currencies are expressed as follows: Pound cur- 
rencies—Canadian cents per unit; Continental currencies and sundry 
British Empire—Canadian cents per 100 units. 
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REFUNDABLE PORTION OF EXCESS PROFITS TAX 


The Committee on Accounting Research of The Dom- 


inion Association of Chartered Accountants has made the 
following recommendation regarding the refundable portion 
of Excess Profits Tax. 


After considering the opinions received from the 
Provincial Institutes in connection with the above 
matter your Committee submits the following: 

Profit and Loss Account—On the basis of the opin- 
ions received it is apparent that either the gross amount 
of the tax or the net amount after deducting the re- 
fundable portion may be charged to profit and loss. 
It is important, of course, that full disclosure be made 
of the method used and the amounts involved. Your 
Committee is of the opinion that the circumstances of 
each particular case will govern the procedure adopted. 

Balance Sheet—In all cases the liability shown on 
the balance sheet in respect of taxes should be the gross 
amount. 

In cases where the net amount has been charged 
to profit and loss, the refundable portion should be 
shown on the balance sheet as a deferred account re- 
ceivable. Where the gross amount has been charged 
to profit and loss it is suggested that the refundable 
portion be recorded as a deferred account receivable 
and per contra may be shown separately under the 
general caption “Capital Stock and Surplus.” 

Your Committee is of the opinion that it is not 
desirable to make reference to the refundable portion 
by way of a footnote but that in all cases the amount 
should be included in the balance sheet. 

On behalf of the Committee, 
K. J. Morrison, Chairman. 
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LEGISLATION COMMITTEE SUPPORTS RUML PLAN 


The Legislation Committee of The Dominion Associa- 
tion of Chartered Accountants at a meeting on Friday, 
January 15th, adopted a resolution favoring the Ruml tax 
plan. The resolution states that “the adoption of the plan 
on the principles embodied therein at an early date is in 
the public interest.” 


In a report prepared by the Taxation Committee of the 
Ontario Institute and sent on to the Dominion Association, 
various objections to the present situation are listed, and 
the aim of the Ruml plan is set forth. The report concludes 
with the following suggested method of adoption in Canada: 


In Canada in 1942 National Defence tax was withheld to 31st 
August and income tax from 1st September on. The total amount of 
tax withheld will amount to from 34% to 40% of the total tax payable 
in the case of the great majority of taxpayers employed during the 
whole of the year. If a pay-as-you-go basis should be established as 
from ist January 1943, the taxes payable on 1942 incomes could be 
reduced by an arbitrary percentage so that the net amount payable 
would approximate the amounts withheld or paid on account by the 
great mass of taxpayers. Naturally, full income returns would have 
to be filed, the taxes calculated and settlement made between the 
taxpayer and the Crown for any balances due. 


The present time seems appropriate for the adoption of the plan 
in Canada. The substantial increase in the 1942 rates of personal 
income taxation which were brought about at the last budget have 
accentuated the ills of our present tax collection methods. The im- 
mediate adoption of this plan would therefore tend to avoid many 
of the difficulties which have only commenced to appear and which 
will become aggravated in the future. This plan appears to be a 
natural progression from the principle of collection at the source which 
was introduced in the last budget. 


The government’s revenue from income tax should not be less 
because of the adoption of this plan unless, from some extraneous 
reason, the total taxable income should fall off. If the total taxable 
income remains constant the taxes collected will, of course, remain 
approximately the same. Actually the taxes collected by the Crown, 
even assuming a constant income level, should increase as a result 
of the elimination of bad debt losses which must inevitably occur 
under the present system. 
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GENERAL NOTES 
Refundable Tax Accounting in United States 


The Securities and Exchange Commission of the United 
States has made public an opinion of its chief accountant 
in its Accounting Series relative to the manner in which 
post-war refunds of federal excess profits taxes should be 
treated in financial statements. 

The opinion, prepared by William W. Werntz, chief ac- 
countant, in response to an inquiry, follows: 

“You have inquired with respect to the propriety of the 
manner in which the company proposes to reflect in its 
financial statements the post-war refunds of federal excess 
profits taxes which are provided for by Section 250 of the 
Revenue Act of 1942.! You state that the corporation’s tax 
return will indicate that the corporation will be subject to 
an excess profits tax of $1,000,000, that the company will 
therefore be entitled under the statute to a post-war refund 
credit amounting to $100,000, and that within three months 
after the payment of the tax the company will be entitled 
to receive bonds of the United States in an aggregate face 
amount equal to the credit so established. You note that 
the Act provides that such bonds shall bear no interest, 
and only after, and not before, cessation of hostilities in the 
present war may the bonds be transferred by sale, exchange, 
assignment, pledge, hypothecation, or otherwise. 

“As I understand it, you propose to deduct in your profit 
and loss statement excess profits taxes in the amount of 
$900,000, the net amount of such taxes ultimately payable. 
However, disclosure will be made of the gross amount of 
the tax and of the net credit there against. Concurrently, 
you propose to set up an asset account in the amount of 
$100,000 to reflect the amount receivable as a post-war re- 
fund and to reflect $1,000,000 as a current liability. When 
bonds are received the caption of the account will be altered 
to indicate that fact. You thus propose to treat the total 
amount payable as, in effect, partially a payment of taxes 
and partially, to the extent of the post-war credit, as an 
investment in a special type of government bonds. 

“Upon the basis of the facts stated, the treatment you 





1New Part III, comprising sections 780-783, subchapter E of chapter 
2, Internal Revenue Code. 


142 





GENERAL NOTES 


propose is, in my opinion, in accordance with sound and 
generally accepted accounting principles and practice and 
should be followed. However, in view of its special charac- 
teristics, the amount receivable as a post-war refund should 
not, in my. opinion, be presently classified as current assets 
or investments, but should rather be shown among ‘other 
assets.’ ” 


Index Figures of Living Costs 


According to the Dominion Bureau of Statistics the 
cost-of-living index advanced from 118.6 on 2nd November 
to 118.8 on 1st December 1942. The December increase 
resulted from small advances for foods, clothing and mis- 
cellaneous items. (Previous reference—page 73 of Jan- 
uary issue.) 


BOOK REVIEW 


Introduction to Accounting for Students of Economics by 
C. A. Ashley. (Published by The University of Toronto Press, 
Toronto, 1942, cloth, 144 pp. $1.50). 

Professor C. A. Ashley, author of the we book and 
Professor of Accounting at the University of Toronto, en- 
deavours therein to bring together the ideas of economists 
and accountants. In this endeavour he has been successful 
and has produced what might be described as a “‘concen- 
trated tablet”? (120 pages), which will be most useful to 
students of accounting as well as economics students. Per- 
sonally, I would have welcomed such a book as a guide in 
my early days as a student at university. 

Professor Ashley’s treatment of the subject is clear, 
methodical and interesting and students of accounting who 
read his book will be well rewarded as not only will they 
obtain much useful accounting information and knowledge, 
but will benefit from the professor’s observations on the 
economist’s viewpoint with a resultant broadening of the 
accounting students’ outlook. 


January 1943 T. V. BURKE. 
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GLIMPSES OF CURRENT ACCOUNTING LITERATURE 


A Summary Prepared by John Douglas Campbell, 
Chartered Accountant 


BULLETINS 


Cost Accounting 


— XXIV, No. 5, Ist November 1942, issued by the 
National Association of Cost Accountants (385 Madison 
Avenue, New York) deals specifically with the “plan and 
control” phase of industrial accounting. Two main sub- 
divisions—determination of machine capacity and expense 
budgeting—are set out as being representative of how the 
industrial accountant can contribute through planning and 
control in the better utilization of the machines, materials 
and man-hours available in our present crisis. 


Machine Capacity—Vincent D. Greers in the article 
“Proposed Procedure for Determining Machine Capacity” 
sets out in a practical illustration supported by exhibits 
the proper determination of machine capacity indicating 
how it fits into the production program. “The problem is 
more than allocating jobs to machines; it must be balanced 
by the proper assignment of manpower so as to hold idle 
machine time and idle man-hours to a minimum and yet 
provide sufficient time for machine maintenance and over- 
haul.” 


Budgeting—Charles Pendlebury in “Expense Budgeting” 
discusses a specific case where the preparation of a budget 
based on sales forecasts is not practical, outlining in de- 
tail under such conditions how the expense budget was 
built up for each of the different types of expenses. 

The purpose of the budget is presented as an introduc- 
tion—“A common sense standard used as a guide in the con- 
trol of expenses” . . . whose value is “directly proportional 
to its simplicity and ease of understanding.” 

“Expense allowance trends are built up through the use 
of scatter charts and past performance records which in 
turn are adjusted to fit current conditions. The adjusted 
trend lines are converted into terms of an activity factor 
from which the budget allowances are determined. 

“We feel that the method of presentation, the time- 
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liness of presentation and the ease with which the in- 
formation can be used have a great influence on the effective- 
ness of our system of expense control.” 

Volume XXIV, No. 7, 1st December 1942, discusses on 
the one hand the manner in which certain accounting 
methods are being simplified and adjusted to present day 
needs and on the other hand how procedures have been 
standardized and presented in written form in order to 
facilitate their use. 

Standard Costs—William H. Franklin in an article 
“Struggles with Standards” presents a concrete example 
of the installation of a standard cost system designed to 
meet current conditions particularly in the field of sim- 
plicity without destroying the essential characteristics at- 
tributable to an efficient standard cost system. 

Procedures—William E. Bergstrom in “Suggested Pro- 
cedure For the Issuance and Control of Procedures” pre- 
sents a working basis for the preparation of written pro- 
cedures and illustrates their use in actual practice. 

Volume XXIV, No. 8, 15th December 1942, considers 
both the specialized cost problem of distribution of overhead 
costs and the more general topic of the use of photography 
in accounting. 

Overhead Costs—Samuel Waldo Specthrie in an article 
“The Distribution of Overhead Costs in Companies Handling 
Both Normal and War Contracts” discusses what he con- 
siders to be the most difficult problem of cost accounting 
namely that of accurately prorating the indirect costs of 
manufacture, sales and administration. “The seriousness 
of a company’s costing problem is likely to be determined 
by the ratio of total overhead to the total cost to make, 
sell and administer. The higher the ratio the more serious 
the problem of costing.” 

Specific attention is paid to the allocation of overhead 
costs in the case of government contracts which are “cost 
based” since the government in such cases becomes a party 
of interest in the cost accounting. The government must 
issue regulations as to the items to be allowed as contract 
costs. The general nature of both the allowable and un- 
allowable costs is set out followed by an outline of ways 
and means of prorating such costs over the contracts in- 
volved. 
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Photography in Accounting—David S. Potts in “Pho- 
tography in Accounting” discusses briefly the advantages 
arising from the use of the “microfilm process” from the 
standpoint of savings in paper and storage space and the 
preservation of important accounting records from destruc- 
tion. This is followed by a detailed explanation of the pro- 
cess both as to recording and subsequent viewing. 

“Its relative safety from destruction, its permanence, its 
space-saving virtue, its economy of materials and its pro- 
tection against fraud make it a valuable development in 
the methods of good accounting.” 


ARTICLES 


(1) Accountants’ Liability 

Roy B. Kester in an article “Sources of Accounting 
Principles” published in the December 1942 issue of The 
Journal of Accountancy (18 East 41st Street, New York, 
N.Y.) suggests that as accounting represents primarily a 
recording process its principles arise and are governed es- 
sentially by the purpose for which such recording is carried 
out. 

The primary purpose is set out as furnishing informa- 
tion to the four groups—management, owners, creditors 
and the public. Although the interests of these various 
groups are not identical, in all they contain sufficient simi- 
larity to provide an adequate base for the development of 
a group of universal accounting principles. 


(2) National Policy for Industry 

The Accountant (London) of 21st November 1942 in a 
leading article presents a review of a recent English mani- 
festo “National Policy for Industry” in which a plan for 
the post-war reconstruction of productive industry is pre- 
sented. 

In discussing the responsibility of industry as a back- 
ground for the presentation of a national policy it is pointed 
out that it is of a three-fold nature “‘to hold a just balance 
between the varying interests of the public as consumers, 
the staff and workmen as employees, and the stockholders 
as investors and to make the highest possible contribution 
to the well-being of the nation as a whole.” 
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(3) Test Checking 

Robert H. Prytherch in an article “How Much Test 
Checking is Enough” published in the December 1942 issue 
of The Journal of Accountancy sets out the concrete appli- 
cation of the laws of probability as a supplement to the 
auditor’s judgment in answering the question as to the 
amount of test checking necessary. 

“The amount of test checking must depend in the last 
analysis upon the conditions encountered in each audit, the 
auditor’s study of the system of internal control, his in- 
vestigation of its effectiveness and finally his judgment as 
to the risk of material error involved.” 


(4) Refundable Portion of Tax 

The December 1942 issue of The Controller (1 East 42nd 
Street, New York City) reprints the opinion expressed by 
W. W. Werntz, chief accountant of the Securities and Ex- 
change Commission, on the question of the suggested treat- 
ment of the refundable portion of taxes. This opinion sup- 
ports in part the recent memorandum issued by the Com- 
mittee of The Dominion Association of Chartered Account- 
ants on this topic. The suggestion is that the net amount 
of the tax provision be charged to the profit and loss state- 
ment setting up an asset (non current) for the difference 
between the net and gross the latter appearing as a current 
liability. 

(5) Inventory Valuation 

Lawrence L, Vance in an article “Earning Power Valua- 
tion of Inventory” published in the October 1942 issue of 
The Accounting Review (University of Michigan, Ann Arbor, 
Michigan) reviews briefly some of the more serious criti- 
cisms of the cost valuation of inventory and formulates an 
alternative “earning power” concept of inventory valuation 
designed to remove certain of the defects of the cost basis. 

In discussing the criticisms of the cost basis of inven- 
tory valuation the question of the impossibility of inven- 
torying all costs (distribution, etc.) is first considered fol- 
lowed by an examination of the fact that the cost basis 
of valuation adjusts for certain obvious losses of revenue 
producing capacity in the assets in spite of the fact that 
they may not have reached the period of actual liquidation. 
“It is difficult to see why a recognizable loss of usefulness 
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or ‘earning power’ in the case of obsolescence, which is 
admitted by cost adherents should be treated differently 
from a loss of sales value through a change in demand.” 
This later point is further emphasized by the statement 
that obsolescence in reality can be determined only through 
a loss of sales value arising from a change in demand. 

The inventory valuation basis of “earning power” ad- 
vanced by Mr. Vance is essentially the reduction of selling 
price by a normal rate of profit less the unit cost of those 
expenses which are not customarily inventoried. In the 
determination of the normal rate of profit two propositions 
are advanced namely that “no change in earning power 
occurs unless there is a change in selling price” and that 
once a change in earning power has been evidenced by a 
change in selling price an equivalent alteration will be 
made in the normal rate of profit. A further assumption 
is made in that the structure of acquisition and selling 
prices is assumed to move in the same direction. This 
removes the necessity of adjustments for divergent trends 
as between acquisition costs and selling prices. 

The criticisms which might be offered to the “earning 
power” basis of inventory valuation are discussed with 
special stress on the conflict with conservatism on a rising 
price trend. “It is not the function of the accountant to 
be conservative but to be accurate.” 

(6) Cost Plus Contracts 

Arthur C. Kelley in a discussion of “Cost Analysis of 
a Cost-Plus Contract” published in the October 1942 issue 
of The Accounting Review sets out the merits and disadvan- 
tages of the cost-plus contract outlining the devices and 
means used in making this contract function more efficient- 
ly as a method of producing goods. 

“The basic question is how to achieve efficient production 
without the incentive of larger profits.” The fact that the 
government guarantees to reimburse the contractor for all 
necessary costs of performing the contract and in addition 
to pay a fixed fee leaves the way open to a possible let- 
down on the part of the contractor of his guard against 
high costs. 

In suggesting an answer to the question the importance 
of the development of cost standards is stressed by which 
the performance of any contractor may be rated. Actual 
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performance thus forming the basis upon which additional 
cost contracts will be awarded is suggested as a replacement 
for the private profit incentive as a means towards more 
efficient production under the cost-plus type of contract. 

The major portion of the article is devoted to a practical 
illustration of some of the difficulties of determining correct 
unit costs which must be solved before the necessary stand- 
ards may be determined. “The task of determining correct 
unit costs offers an interesting challenge to the abilities of 
cost accountants.” 

George D. Bailey in an article “Accounting Problems in 
Presentation of Cost-Plus-Fixed-Fee contracts in Financial 
Statements” published in the December 1942 issue of The 
Journal of Accountancy describes the fundamental elements 
common to most cost-plus-fixed-fee (CPFF) contracts, terms 
of the typical contract and some of the more important 
accounting problems in financial presentation of the opera- 
tions under such type of contract. 

The main accounting problems discussed are “(1) When 
does income accrue? (2) What is the amount to be in- 
cluded in sales or gross income? (3) What are the proper 
balance-sheet classifications? (4) What changes if any 
are necessary in the orthodox classification of the income 
statement.” 

In considering the question of “When does income ac- 
crue?” the current practice of linking income determina- 
tion with the delivery date is considered particularly under 
conditions where uncertainties exist as to final consumma- 
tion of the transaction at a profit. Under the C.P.F.F. con- 
tract the possibility of loss is assumed in its entirety by 
the government and delivery loses its usual significance 
as title passes to the buyer long before the delivery of the 
finished article. “There would appear to be no good ac- 
counting reason why the fee cannot be taken into income 
as it is billable, subject to test as to the propriety of the 
amount.” 

The remaining problems are each dealt with specifi- 
cally. It is pointed out in conclusion “the war has brought 
many accounting problems, that they cannot be answered by 
hard and fast rules, and that the accounting profession 
must continue to meet those problems by the exercise of 
os judgment in consideration of all the important 
acts.” 
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OBITUARIES 


The Late John D. Forsyth 


The Institute of Chartered Accountants of 
British Columbia regrets to announce the death of 
John D. Forsyth at Vancouver on 13th December 
1942. 

Mr. Forsyth was born at Girvan, Scotland, in 
the year 1875, and was a member of the Society 
of Incorporated Accountants and Auditors in 1907. 
He was associated with the firm of Armitage and 
Norton, chartered accountants of Huddersfield, 
England, until he left to come to Canada in 1909 
to take up the position of accountant with the York- 
shire Pacific Securities Limited in Vancouver. In 
1914 he was admitted to the Institute of Chartered 
Accountants of British Columbia and in 1917 left 
the Yorkshire and Pacific Securities Limited to en- 
gage in the practice of the profession. He succeeded 
in building up a very satisfactory practice and was 
widely known and respected; after having served 
the profession in various capacities he was elected 
President of the British Columbia Institute in 1926. 
In the same year he took Mr. D. W. W. Whitelaw 
into partnership and was associated with him up 
to the time of his death. 

The late Mr. Forsyth was a man who was a 
credit to the profession, to the country of his birth 
and the country of his adoption. He was a good 
citizen, and a sports enthusiast in tennis, badminton, 
golf and fishing. He is survived by his wife, two 
daughters and one son. The latter, Mr. R. J. Forsyth, 
is a member of the British Columbia Institute and 
at the present time is with Price, Waterhouse and 
Company in Montreal. 


The Late Thomas Archibald Getty 


The Institute of Chartered Accountants of Sas- 
katchewan deeply regrets to announce the passing 
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of T. A. (Archie) Getty, which took place suddenly 
at his home in Moose Jaw on 14th December 1942 
at the age of 41. 


The late Mr. Getty entered the service of W. E. 
Hodge and Company in 1921 and was admitted to 
membership in November 1928. In 1932 he entered 
into partnership with the late Mr. W. L. Thompson 
and carried on the practice in his own name after 
Mr. Thompson’s death in 1933. 


Mr. Getty was widely known in Saskatchewan 
Hockey circles, having served on the executive of 
the Saskatchewan Amateur Hockey Association and 
other sport organizations in executive capacities. 
He was also a member of the Masonic Order, the 
B. P. O. E., the Kiwanis Club and attached to the 
K. O. R. C. Second Reserve Battalion as Paymaster. 


To his wife the profession extends sincere 
sympathy. 


The Late William Henry Penny Anderson 


The Institute of Chartered Accountants of On- 
tario regrets to announce the death of William Henry 
Penny Anderson in London, England, at the end 
of December in his 68th year. 


The late Mr. Anderson received his student train- 
ing in the office of Wilton C. Eddis and Sons, char- 
tered accountants, Toronto. After election to mem- 
bership he went to Boston where he was associated 
with the Eastern Audit Company. While in Boston 
he became interested in the Mission to Lepers, and 
subsequently went to India. In 1917 he was ap- 
pointed General Secretary for the world-wide work 
among lepers, and held that position at the time of 
his death. 


To his wife and sister, who resides in Guelph, 
the Institute extends sincere sympathy. 
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The Late James Grant 


The Institute of Chartered Accountants of Mani- 
toba regrets to announce the death of James Grant 
on 11th January 1943 following a short illness. The 
late Mr. Grant had been a member of the Institute 
since 1918, and had carried on practice in Winnipeg 
for many years. At the outbreak of the First World 
War he enlisted with the 1st Canadian Mounted 
Rifles, and went overseas with this Regiment early 
in 1915. 

To Mrs. Grant and the members of his family 
the Institute extends sincere sympathy in their loss. 

















The Late Reginald Lionel Reddy Hepburn 


The Institute of Chartered Accountants of On- 
tario announces with deep degret that F/O Reginald 
Lionel Reddy Hepburn was killed in air action over 
England on 8th January 1943. Lionel Hepburn 
passed his final examination and was elected to mem- 
bership on 2nd February 1940 having been a student 
in the office of Thorne, Mulholland, Howson & Mc- 
Pherson. He was associated for a few months with 
Aga Heat (Canada) Limited, and was on the staff 
of Clarkson, Gordon, Dilworth & Nash when he en- 
listed in the Royal Canadian Air Force in May 1941. 
He went overseas in the spring of 1942. 

To his mother, whose third son, F/L Stuart Hep- 
burn is presumed dead since the Augsburg raid last 
August, the Institute offers sincere sympathy. 



















The Late William S. Fry 


It is with deep regret that the Society of Char- 
tered Accountants of the Province of Quebec records 
the death at Hong Kong of Lieutenant William 8S. 
Fry, age 35 years. 

More than a year after the fall of Hong Kong, 
his family was notified that he had been killed in 
action. He fell in the battle that preceded capitu- 
lation of the British Outpost in China. Lieutenant 
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Fry had established a fine record as an officer and 
was one of the three Montreal officers with the 
Quebec Regiment when it went to Hong Kong; the 
other two have previously been reported prisoners. 
He was a graduate of the Montreal High School and 
of McGill University, where he obtained his Bach- 
elor of Arts degree in 1928. Subsequently he joined 
the staff of McDonald, Currie and Company. A 
brilliant student, he obtained second highest marks 
in the final examination held in May 1934, and was 
granted Second War Memorial Prize. Later he 
joined the Canada Starch Company as Assistant 
Treasurer. 

On the outbreak of war he joined the McGill 
University contingent of the C.O.T.C. and on com- 
pleting his training with this unit he was so im- 
patient to get into active service that he did not 
wait to be mustered into a Montreal regiment but 
went to Quebec to join the Royal Rifles as a sub- 
altern in August 1940. 

To his widowed mother and family, the members 
of the Society and the Students’ Society extend their 
sincere sympathy. 
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PROVINCIAL NEWS 


ALBERTA 
EDMONTON 

The members of the Edmonton Chartered Accountants’ 
Club held their annual meeting at the Edmonton Club on 
15th September 1942. 

The meeting was preceded by a luncheon in honour of 
Mr. E. M. Gunderson, first president of the club, who was 
leaving Edmonton to take up residence in Winnipeg. Mr. 
B. G. Aylen, President of the Alberta Institute, made a 
presentation on behalf of the club to Mr. Gunderson in token 
of the high esteem in which he is held by all members 
and appreciation was expressed for the valuable contribu- 
tions made by Mr. Gunderson to the club, Institute and 
civic affairs. 

Mr. J. Duncan, the retiring President, presented his re- 
port which dealt with past meetings of the club and also 
with the formation during the past year of a students’ 
study group. The club went on record as being wholeheart- 
edly behind the student organization and the members un- 
dertook to provide instruction for the group. 

The following were elected as the executive for the 
coming year: President, A. D. McTavish; Vice-President, 
F. L. Symes; Secretary-Treasurer, W. C. Willetts. 

It was decided to organize a bowling league as in past 
years. 

The suggestion that the club form a study group was 
favourably received and further consideration will be given 
to the matter. : 

a * oe 

A luncheon meeting of the Edmonton Chartered Ac- 
countants’ Club and Students’ Group was held in the Royal 
George Hotel, Edmonton, 17th November 1942, for the 
purpose of discussing the formation in the Reserve Army 
of a Platoon composed of chartered accountants and stud- 
ents. 

Although many of the chartered accountants in Ed- 
monton already belonged to various units of the reserve 
army, it had been suggested that if a unit were formed 
comprised entirely of chartered accountants various advan- 
tages might be obtained. Among those suggested were: 
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1. That hours of training more suitable to the condi- 

tions existing in the profession might be arranged. 

2. The members having somewhat similar qualifications, 

the training of such a unit might be expected to 
proceed more rapidly and to reach a higher standard 
of efficiency. 

The meeting was fortunate in being able to have Major 
G. D. K. Kinnaird present to outline the form such training 
would take. Following Major Kinnaird’s talk the question 
of forming such a unit was discussed at some length. 

The meeting then appointed a committee of four to 
circularize all members and if a sufficient number were free 
to join, to make the necessary arrangements for the forma- 
tion of such a platoon. 


SASKATCHEWAN 

REGINA 

On 19th December the Regina Chartered Accountants’ 
Club held a luncheon meeting at the Hotel Saskatchewan 
at which members of the Saskatchewan Council were 
present. ee 

Mr. Frederick Johnson, Vice-President of the Dominion 
Association and immediate Past President of the Manitoba 
Institute, addressed the meeting on “Auditors’ Responsibili- 
ties in Wartime” with special reference to engagements 
to determine elements of costs entering into war contracts. 
Mr. L. C. Slater, President of the Regina Club, presided. 

During the day Mr. Johnson met with members of the 
Saskatchewan Council to discuss matters relating to the 
Dominion Association. 


ONTARIO 


The Council of The Institute of Chartered Accountants 
of Ontario at a meeting held on 6th January 1943 elected 
Flight Lieutenant Donald Stuart Reddy Hepburn to mem- 
bership posthumously. Flight-Lieut. Stuart Hepburn was 
a student in the office of Messrs. Edwards, Morgan & 
Company, chartered accountants, and at the time of his 
enlistment in the Royal Canadian Air Force in 1940 was 
president of the Students’ Association. While in the ser- 
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vice he wrote and passed the final examination under the 
special dispensation accorded by Council to students who 
were on active service. 

Following the completion of his training as a navigator 
at Malton, Uplands and Brandon he proceeded overseas in 
April 1941, and was subsequently transferred to the R.A.F. 
A participant in the now famous low-flying air raid over 
Augsburg, Germany, Flight-Lieut. Hepburn was first listed 
as “missing” and later “presumed dead.” High praise was 
given by the squadron leader for the ability which he had 
shown in the preparations and execution of the raid. 


PERSONALS 


Messrs. Cooper Brothers and Company, chartered account- 
ants, Montreal, have pleasure in announcing the admission 
into partnership of Mr. Robert N. A. Kidd, C.A., to act as 
resident partner, Montreal. 


Messrs, Brokenshire, Scarff & Co., chartered account- 
ants, Windsor, Ontario, announce that Mr. C. W. Stephens, 
C.A., formerly on the staff of the Board of Referees, Excess 
Profits Tax, Ottawa, is now associated with the firm. 


In the Canada Gazette of January 9th, 1943 appeared 
the appointment of Lieut. Colonel E. T. Pointon, R.C.A.P.C. 
to be an additional officer of the Military Division of the 
Most Excellent Order of the British Empire on orders of 
His Majesty The King. Lieut. Col. Pointon is a member 
of the Institute of Chartered Accountants of Ontario and 
has been on active service since shortly after the outbreak 
of the war. 
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STUDENTS’ DEPARTMENT 
R. G. H. SMAILS, C.A., Editor 


NOTES AND COMMENT 


The war is going to revolutionize many aspects of 
economic life. It has accelerated tremendously the rate of 
technological advance and we may expect large investments 
of capital for the production of consumers’ goods to have 
been rendered obsolete and still larger new investments 
of capital for the same purpose to be required. What will 
it have done to our profession and to the technique of 
accounting? This is a question which no one can answer 
with any assurance but the opinion may be hazarded that 
industry will require the services of a larger proportion 
of highly trained accountants than it employed in the pre- 
war days, and that the healthy questioning of the wisdom 
and significance of certain accounting procedures which 
has marked recent years will continue with unabated vigour. 

* ca * 


One of the most critical economic problems which will 
confront the post-war world and one to which, we may 
hope, a lot of thought is already being given by London 
and Washington is that of devising an international mone- 
tary system. One of the troubles of the world between 
1919 and 1939 was the lack of any such system aggravated, 
during the twenties at least, by a failure to realize that 
the conditions which made for the success of the gold 
standard system in the nineteenth century were disappear- 
ing by 1914, had completely disappeared by 1919 and could 
not be restored. These conditions were the existence of a 
dominant economic power (Britain) whose pre-eminence 
was so great that it was in the obvious interest of all other 
countries in the western world to submit to the monetary 
policy of that power no matter how repugnant such sub- 
mission might be to them; and the resultant gold standard 
system could more significantly be described as a sterling 
system. Now that the U.S.A. have wrested from Britain 
her economic supremacy without acquiring any such world 
ascendancy as Britain possessed in the nineteenth century 
the nations are confronted for the first time with the task 
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of devising a truly international system and collaborating 
in its operation. The economic aspects of that task are 
imposing enough, because the appropriate institutions and 
mechanisms will have to be determined to some extent, by 
experimentation; the political aspects of the task are truly 
formidable for the system will require the unwavering ac- 
ceptance by the people of all countries of an international 
control which from time to time will be to the short-run 
disadvantage of one or more countries or at least of power- 
ful vested interests in those countries. It would seem that 
an international monetary system is inconsistent with a 
philosophy of unrestricted national sovereignty. 


* * * 


When the published statements of a Dominion company 
state on their face (as they have to do) that the provision 
for depreciation during the year was x dollars, and when 
the auditor expresses the opinion that the balance sheet 
exhibits a correct view of affairs “after making provision 
of x dollars on account of depreciation for the year’ what 
is the reader to make of the auditor’s report? It may be 
supposed that the auditor is disclaiming responsibility for 
any opinion on the adequacy of the provision. But if this 
is so would it not be reasonable for the auditor to state 
(if such is the fact) that for specified reasons he was un- 
able to form an opinion, rather than to leave the reader in 
doubt whether a criticism is implied, and if so whether the 
criticism lies against the version of facts given in the 
balance sheet by the directors or against the circumstances 
from which the facts emerge? 


* * * 


STUDENTS’ ASSOCIATION NOTES 


ONTARIO 

The Chartered Accountants Students’ Association of 
Ontario regrets to record that both S/O J. G. Clements and 
S/O T. E. Dunlop have been reported missing after air 
operations over Germany. 
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S/O Clements had been a student in the office of P. S. 
Ross and Sons for three and a half years and had passed 
the Intermediate Examination in 1940. S/O Dunlop had 
been with Wilton C. Eddis and Sons taking the second year 
course of instruction before he enlisted. 

The Students’ Association extends sympathy to the rela- 
tives of both these students, and hopes with them that word 
will be received of their safe landing. 


PROBLEMS AND SOLUTIONS 
THE PROVINCIAL INSTITUTES OF CHARTERED ACCOUNTANTS 


Solutions presented in this section are prepared by practising 
members of the several provincial Institutes and represent the personal 
views and opinions of those members. They are designed not as models 
for submission to the examiner but rather as such discussion and 
explanation of the problem as will make its study of benefit to the 
student. Discussion of solutions presented is cordially invited. 


PROBLEM I 
FINAL EXAMINATIONS, JUNE 1942 
Accounting III, Question 4 (25 marks) 


The following are particulars regarding the Wildthyme Company, 
Limited, which became bankrupt on the 30th April 1942. 


Creditors secured by deposit of securities ................... $140,000 
Security for above creditors—Cost ................0-ceeeees 230,000 
Expected to realize .......... 232,000 

Creditors partly secured by deposit of securities ............ 75,000 
Security for above creditors—Cost ...........cccccecccccees 54,000 
Expected to realize .......... 50,000 

Accounts payable—unsecured ............. cece cee ec ee eeees 850,000 
Liabilities on bills receivable discounted .................... 145,000 
On which it is expected the bank will rank for dividend .. 98,000 
es | oe re ar reer 45 
SINE NE aes oc hits ols aia ow wre Nw ae ee ae Gee ise Seale 20 
I SU oo Si de os Vana eA eSis-o-eeNiesles ec Rea was 25,000 
Doubtful $69,000, estimated to produce ......... 20,000 

MN es ars Chom ce aie kite. sid erevs Sra laretae oem a aes 87,000 
MROTOMMMCINS SVOMCOLY—COME © ii is boa sincitsce sc cewesecccceecs 180,000 
Estimated to realize ............... 35,000 

ROMO NIN RON i owas Cada Da Nenewe dod Vie Riewddie.ve wd siee's 8,500 
rec ice 1,000 


Capital—all common 
Issued 200,000 shares of $10 each fully called 


Calls in arrears on above, $9,000, estimated to produce .. 3,000 
General manager’s salary owing for five months ............ 4,000 
Salary of company secretary owing for two months ........ 1,200 
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00 


Wages of clerks and salesmen in arrears for two weeks .... 5,400 
Federal, provincial and municipal taxes ..................-- 3,800 
NS EN i560 oe Cee Se beb aa RA es Ghee beee SES SA pERE RES 800 


Since the company commenced business on lst January 1937 its 
accounts have shown profits, losses and cash dividends as follows: 


Dividends paid 
thereout 
Year to 31st December 1937 Profit $ 162,000 $160,000 
Year to 31st December 1938 Profit 248,000 240,000 
Year to 31st December 1939 Profit 86,000 80,000 
Year to 3lst December 1940 L1ss GEUROO 8 8k tien 
Year to 31st December 1941 Loss 1460000 «ss snssan 
The company’s books for the first four months of 1942 do not 


contain complete records of all transactions and are confused, so that 
the exact loss on operations is not shown. 


Allow $2,000 for the expenses of the bankruptcy, and 5% of the 
eash receipts for the trustee. 
Required: 

(a) Prepare a statement of affairs of the company showing the 
deficiency on the basis of realization indicated above; 


(b) Prepare statement showing reconciliation of the original cap- 
ital invested in the company with the deficiency shown in the statement 
of affairs. 

SOLUTION 


WILDTHYME COMPANY 


Statement of Affairs as at 30th April 1942 


Book 
Item Value 
Cee, -in hend........ 
Book debts 
NN Bata wiaip eens oto Se $ 25,000 
PN voice acces 69,000 
SE cea caves scone oe 87,000 
Merchandise inventory. 180,000 
Office equipment ...... 8,500 
Common shares 
calls in arrear ...... 9,000 
Surplus of security from 
creditors, fully secured 
Loss on realization of 
security of partly- 
gecured creditors ... 54,000 


Gain on realization of 


Esti- 
mated 
Esti- losses on 
mated to __realiz- 
produce ation Item 
$ 20 Creditors unsecured 
Creditors partly 
25,000 secured ......00. 
20,000 49,000 Less value of se- 
eeeees 87,000 PN Sahececccs 
35,000 145,000 
1,000 7,500 Creditors fully 
secured 
3,000 6,000 Value of security . 
Less total due .. 
92,000 
Surplus to contra . 
4,000 


Bills of exchange, 
discounted expect- 
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$ 75,000 


50,000 25,000 





232,000 
140,000 


92,000 
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security of fully-se- 





cured creditors ..... 230,000 (profit) 
Loses on bills of ex- 
change discounted .. 145,000 
176,020 
Less Expenses of 
bankruptcy ......... 2,000 
Trustee’s remuneration 8,801 10,801 
165,219 
Less Preferred creditors: 
SD o.us05%s Secesns 8,800 
WEI. ecasvcuewsnaees 5,400 9,200 
156,019 
Deficiency to meet un- 
secured claims ...... 823,026 
$979,045 
Note: Unsecured claims consist of: 
Accounts payable ....... 
Bank overdraft ......... 
General manager’s salary 
Secretary’s salary ....... 
Directors’ fees .......... 


2,000 


98,000 


394,500 


$850,000 
45 

4,000 
1,200 
800 


$856,045 


$979,045 


$979,045 


Book Estimated 


DEFICIENCY STATEMENT 


Period from 1st January 19387 to 30th April 1942 


Explained by 
Expenses in bankruptcy ................ 
Trustee’s remuneration ................- 
Balance to be explained by realization of 
eee Te ee re 
Losses on realization 
Book debts bysu cbse euwse ssn $136,000 
Merchandise inventory ....... 145,000 
Office equipment ............. 7,500 
Common share capital, calls in 
GO caseesscvsiesasrecses 6,000 
MND: “CsincbbswsicaseussSvsss 4,000 
Bills of exchange discounted .... 98,000 
396,500 
Less profit on security ......... 2,000 


812,225 


$823,026 


394,500 


161 


Deficiency to meet unsecured 
claims 


828,026 


812,225 
2,000,000 


Balance of deficiency 
Common share capital 
Profits on operations: 
1937 $162,000 
248,000 
86,000 


496,000 
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Dividends to shareholders ..........++.e+0+ 480,000 
Losses on operations: 
SD bouscusesaeusec $ 520,000 
een 1,460,000 
RE rn hk pacts ee ics 453,725 2,433,725 
$3,308,225 $3,308,225 
PROBLEM II 


FINAL EXAMINATION, JUNE 1942 


Accounting IV, Question 1 (30 marks) 


From the following trial balance and other information of Steel 
Fabricators, Limited, as at 3lst December 1941 you are required to 
prepare: 

(a) Profit and loss account for year ended 3lst December 1941; 

(b) Balance sheet as at 3lst December 1941. 


Dr. Cr. 
Re ea reise ie sites a wae piers is wel so eee ale $ 187,750 
PGS COUTTS: oon ns nce iciccessosics 1,030,000 
SNE MEIN ooo gS yale ana wives oe aeweied.s $ 170,000 
ee een cece Ne ig cua auc ek eimice ws 50,000 
IE Se se oe staarw' ae pK oie we oS eo RiSws KETO 250,000 
ee UNE ENON os co.cc nies aeecn te ose 750,000 
eee 50,000 
Office furniture and fixtures ................... 10,000 
Dranghting equipment ....... 6.2... ccc ec ceases 6,000 
Reserves for depreciation: 
SN eR ia oe sats os bis-vin se 6 8S5-4% 30,000 
Pe ON IEE 5 oo one cd cence cease 200,000 
Erection equipment ................... ats 17,500 
Office furniture and fixtures .............. 5,000 
Draughting equipment .................... 2,500 
SRE Rae ties che d ik oid Soltis a ens iad nce 1,650,000 
RR c ch dn balkaek aay caste eka e655 469,000 
Reserve for uncompleted contracts ............ 15,000 
seeserve Tor meridemls .... ...5...5 sc ce cee ceess 20,000 
RR NII oc 5 is ops soe @.dtew ewiara ew bw avec 45,000 
IT II ce Lb ce eS wre 6 wie vaceie wins Vs. % 5,600 
Steel operating account—net profit ............ 11,000 
Revenue from company’s houses (net) ........ 6,300 
Overhead charged to contracts: 
eS Se 386,300 
ae eee 52,700 
aS rs ee ea eer cer 49,000 
SEES ES ee re ae re See er are 54,000 
Uncomploted Comtracts . 2... ... ccc cece ccc cees 1,804,000 
Capital extensions uncompleted ............... 275,000 
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Inventory 3lst December 1941: 


IND Bi wreres sia ae 84 a0 Shh wneSianeee 6s W xieomee> 590,000 

35,000 
General office salaries and expenses .......... 124,000 
EEE shia tciic ee iow Da heSk be ee aha wo Eee 140,250 
RR 40,000 
ee eee ee 44,000 
Draughting office expense ..................... 35,000 
Progress estimates rendered on uncompleted 

RS or cick hielo sbecns Sa neaedeates « 


Profit on closed contracts .................... 
Discount and exchange ...................... 
I ae as Sa hos Sachsen byes eleven rae Sas 


$5,426,600 $ 


1,730,000 
505,000 
3,200 
5,100 


5,426,600 


Depreciation is to be provided per annum on the following basis: 


CIE ore sake anne eee ixiaw wise a3 3% 
MCI. DINE ons 55 svn k i oa licences 10% 
DYFAUSETINS GEUIDMONE 2... 66 c cece ccs 10% 
Office furniture and fixtures ................. 10% 
Pee ey IE 0552 2h doh oe cee oe Th% 
Uncompleted contracts and capital extensions are made up as 
follows: : 
Contracts Extensions 
DE aces 2 ewe wees $ 200,000 $ 75,000 
NR or REO hic aiuunaes ck 1,374,000 150,000 
PIN aso dae cGotecuRiet ces 230,000 50,000 


$1,804,000 $275,000 


The estimated cost of completing open contracts is $700,000 and 


the estimated selling price, $2,850,000. 
Collections on progress estimates rendered are $950,000. 


SOLUTION 
STEEL FABRICATORS, LIMITED 


BALANCE SHEET 
as at 8lst December 1941 


ASSETS 
Current Assets 

NE I I oo bee keN his bee aes $ 187,750 
Accounts receivable 

Open accounts ................ 250,000 
Contracts in progress ............ 854,000 
Inventories, at cost 

ME canine uae bay ewie ale sare $ 590,000 
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35,000 625,000 


5,600 


Cost Depreciation Net 

$ 50,000 $ $ 50,000 
Buildings 250,000 212,500 
Plant and machinery 750,000 256,250 493,750 
Erection equipment 50,000 22,500 27,500 
Office furniture and fixtures 10,000 6,000 4,000 
Draughting equipment 6,000 2,900 
Capital extension uncompleted .... 266,846 266,846 


$1,382,846 $ 325,850 $1,057,496 


LIABILITIES 


Current Liabilities 
Accounts payable 
Trade accounts $ 170,000 
5,100 


Reserves 
Reserve for accidents 20,000 
Reserve for uncompleted contracts 52,514 
General reserve 45,000 


Capital and Surplus 
1,650,000 
Surplus 
Balance Ist January 1941 


Net profit for year per profit and loss 
568,232 1,037,232 


STEEL FABRICATORS, LIMITED 


Prorit AND Loss ACCOUNT 
for year ended 3lst December 1941 


Profit on completed contracts $505,000 
Profit on overhead charged completed contracts .. 42,732 
Profit on steel charged to contracts 11,000 


add: Discount and exchange 
Rental of company’s houses—net 6,300 


Net profit for year 


COMPUTATIONS 


Capital extensions—per trial balance 
164 


$1,922,350 


1,057,496 


$2,979,846 


$ 175,100 


117,514 


2,687,232 


$2,979,846 


$ 558,732 


9,500 


ee 


$ 568,232 


$ 275,000 
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less: proportion of profit on overhead per schedule .. 8,154 


Per balance sheet $ 266,846 


Accounts receivable—per trial balance $1,030,000 
add: reverse collections on progress estimates 950,000 


1,980,000 
deduct: progress estimates charged 1,730,000 


Per balance sheet $ 250,000 


Reserve for uncompleted contracts—per trial balance .... $ 15,000 
add: unrealized profit on overhead 37,514 


Per balance sheet $ 52,514 


Contracts in progress—per trial balance $1,804,000 
less: collections on progress estimates rendered 950,000 


$ 854,000 


Overhead charged—Open contracts $ 230,000 
Capital extensions 50,000 
Closed contracts 262,000 


$ 542,000 


STEEL FABRICATORS, LIMITED 
SCHEDULE OF OVERHEAD APPLIED 


31st December 1941 
CHARGED 
General and works $386,300 


Draughting office 52,700 
Delivery 49,000 
Erection 54,000 $542,000 


ACTUAL EXPENDITURE 
General office salaries and expense .......... 124,000 


Draughting office expense 
Erection expense 

Works expense 

Delivery expense 


Depreciation— 
Buildings 


Plant and machinery 

Erection equipment 

Office furniture and fixtures 

Draughting office equipment 453,600 


PRoFIT on overhead charged $ 88,400 
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apportioned as follows— 





Closed contracts—262/542 .................e ee ee eee $ 42,732 
Open contracts—230/542 ............ cece ee eee eee 37,514 
Open contracts, extensions—50/542 ................ 8,154 
$ 88,400 

PROBLEM III 


FINAL EXAMINATION, JUNE 1942 


Accounting IV, Question 2 (30 marks) 


John Boyd commenced business on 1st January 1940, and on Ist 
July of that year borrowed the sum of $40,000 from David Jones, 
secured by mortgage on land and buildings, with interest at 7% per 
annum. At the end of the first year’s operations Boyd submitted the 
balance sheet to Jones with an offer of a one-third interest in the 
business for the consideration of $10,000 in cash and a discharge of 
the mortgage held by him in the amount of $40,000, profits and losses 
to be shared in the ratio of Boyd two-thirds, Jones one-third, with a 
salary of $6,000 per year allowed to Boyd as manager. The offer as 
submitted was accepted by Jones and a partnership formed as at Ist 
January 1941. 

At the end of the year 1941 financial statements were prepared 
under the supervision of Boyd in similar form to those of the previous 
year. 

Jones submitted the statements for the two years as undernoted 
to you with a request that you examine the accounts and ascertain 
whether or not they are correctly stated. 


1940 1941 
NeRNAnD SRNR POI ois looks cca palsies sacar aws $ 45,000 $ 50,000 
Machinery and equipment ....................... 42,000 42,000 
Inventories: 
NN III 652 xsi cor hn as Siaiale oe oes oa 36,000 52,800 
iat MEE oss oo ew ios a ok Ses eas 18,200 24,600 
ee NIE 58's Sola ania eS ows cd ee eee ase So 59,890 73,800 
SR eee ne ane nn hee ee ae ahah 5,450 6,200 
Deferred: 
NII Rok hac aah Wig bremaewe sions SOO kavads 
Pactary SUpplies Mt GON . . ok. 5 eee aes 7,240 2,000 
$214,680 $251,400 
PS III ooo ciel a wes Ge diewieie oe adiowes $ 65,300 -$ 75,820 
TORVIG DONOR MHOTTMABS oon oc os cee eiiccesacceves ‘ | 
SEE PRAMNEI Sie 21 isiinrcig ain wiw-c)s Sie was Sw pea 70,000 120,180 
re icine ix lod oe ee WSR NS of 
DEINE occ o ccicS es eeG Se aeeS eed akeEs-p ) Sewers 55,400 


$214,680 $251,400 
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NO 85 case ew euiewiauae Huai ae eek eer adi $240,000 $449,200 
Inventories—Raw material ............ccccceeeee 18,200 24,600 
Finished goods at cost plus 20% to 
cover proportion of selling and gen- 
CURE GEE 6.55.65 8 ce Nie is ecdcetcs 36,000 52,800 
Estimated value of additions to machinery ...... 10,000 6,000 
Estimated increase in value of land .............. 5,000 5,000 
$309,200 $537,600 
Raw material purchased ....... 6.6... scccesscse $110,020 $262,400 
TEI os bo cas oS cai aas Siewidieie see 55,000 75,800 
Manufacturing expenses ......................... 38,000 47,600 
EN ie ines pace Sine ek os eh Sie os OOS ohare wens 5,000 6,000 
Selling and general expenses ................... 48,500 65.400 
SE PE yo pare eae sree a bas caWdinwned gus Eee | seedsn 
Additions to machinery at cost .................. 7,300 4,000 
I coe Sg nara ds eagles «Seu: dil eZ cre New aaeala 5,000 6,000 
Inventories: 
IN os cir ohne walle vue tide wks caeeiee.  «ehoas 18,200 
Finished goods at cost, plus 20% to cover 
proportion of selling and general expenses § ...... 36,000 


$269,820 $521,400 


SE ID 5.552135 ay hw ae oH sa oo UR ee 39,380 


16,200 


$309,200 $537,600 


Further information arising out of your enquiries is determined 


as follows: 
1. The original cost of the fixed assets was as follows: 


NN OSE AL Sh EGiEh 69.6 sans ce Waa eres $15,000 
M2 he ee eg ele a 25,000 
Machinery and equipment ............ 37,000 


2. A reserve of 2% of sales is to be set up to provide for doubtful 


accounts. 
3. Bad debts written off were—Year 1940, $3,000 
Year 1941, $4,497 
4. Depreciation as charged need not be revised. 
Required: 


From the foregoing information you are required to prepare: 
(a) Comparative statement of profit and loss for the two years; 


(b) Schedule of capital accounts as they should appear; 


(c) Balance sheet as at 31st December 1941. 


SOLUTION 


COMPARATIVE STATEMENT OF COST OF SALES 


for years ended 31st December 1941 and 1940 


1940 
Prime Cost of goods manufactured 
Raw material—Opening inventory ............... 
Purchases during the year ....... $110,020 
110,020 





FEBRUABY, 1948. 167 


1941 


18,200 
262,400 


280,600 
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Deduct Closing inventory 18,200 


91,820 
Productive labour 55,000 


146,820 

Manufacturing Expense 
Manufacturing expenses 38,000 
Depreciation 5,000 


Cost of Goods Manufactured 189,820 
Add—Opening inventory finished goods 


189,820 
Deduct—Closing inventory finished goods .... 30,000 


Cost of Goods Sold $159,820 


COMPARATIVE PROFIT AND LOSS ACCOUNT 


for years ended 3ist December 1941 and 1940 


1940 
$240,000 
Cost of Sales 159,820 


Gross Profit 80,180 


Expenses 
Selling and general 


Salary 
Mortgage interest 
Provision for bad debts 4,800 


51,700 


Net Profit for Year $ 28,480 


Distributed as follows: Boyd 


SCHEDULE OF PARTNERS’ CAPITAL ACCOUNTS 
Jones 


Original capital 
Profits 1940 


Drawings 1940 
Balance 31st December 1940 


Profit, on sale of share in business to Jones 


Contributed by Jones—Cash 


24,600 


256,000 
75,800 


331,800 


47,600 
6,000 


385,400 


30,000 


415,400 


44,000 


$371,400 


1941 
$449,200 
371,400 


77,800 


60,903 


Boyd 





STUDENTS’ DEPARTMENT 


Mortgage discharged 
1941 Profits distributed 


Balances 31st December 1941 $101,275 


BALANCE SHEET as at 3lst DECEMBER 1941. 


$ 6,200 
Accounts Receivable 
Less: Reserve for bad debts 67,513 


Inventories: 
Raw material 


Finished goods—at cost 68,600 
Factory supplies—at cost 2,000 


Total current assets $144,313 
15,000 
Buildings 
Machinery and equipment 48,300 


73,300 
Less: Reserve for depreciation 11,000 62,300 77,300 


Goodwill 6,520 
. 228,133 


Liabilities 
Accounts payable (including accrued interest on mortgage $ 76,220 
Capital Accounts—Boyd $101,275 
50,638 151,913 


$228,133 


PROBLEM IV 
FINAL EXAMINATION, JUNE 1942 


Accounting IV, Question 4 (10 marks) 


The directors of Super Products, Limited, have submitted the 
following condensed comparative profit and loss account for the years 
1940 and 1941 to you with a request that you prepare a statement ac- 
counting for the increase in net profit for the year 1941, taking into 
consideration the following factors: 


(a) Increase in volume of goods sold 
(b) Increase in selling prices 
(c) Decrease in cost of goods sold. 
1940 1941 
Sales—net $500,000 $690,000 
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Cost of sales 500,000 


Gross profit on sales $190,000 
General expenses 90,000 


Net profit or loss $100,000 (profit) 


During the course of your enquiries you are informed that, effective 
ist January 1941, a general increase of 15% on all selling prices was 
made and that during the year 1941 substantial economies in the op- 
eration of the company’s plant had been effected. 


SOLUTION 
STATEMENT ACCOUNTING FOR INCREASE IN NET PROFIT 
for year ended 3lst December 1941 


Increase in Net Profit due to 


(a) Increase in volume of goods sold 
Net sales 1940 $500,000 


Net sales 1941 on basis of 1940 prices .. 600,000 
Increase in volume $100,000 


Rate of gross profit during 1940 was 10% $ 10,000 


(b) Advance in selling prices 
Net sales 1941 $690,000 


Net sales 1941 converted to basis of 
sales for 1940 
(100/115 of $690,000) 600,000 


(c) Decrease in cost of goods sold 
Cost of sales 1941—actual 500,000 


Cost of sales 1941 on basis of adjusted 
sales of $600,000 (90%) 540,000 


Deduct—lIncrease in general expenses 


Net increase for year 





